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No. of 2Approximate_ 3Medica_id Net
State Served L Annual Recoveries Expenditures
Transactions - -
(millions) (billions)

Kansas Department of Social and Rehabilitation Services 943,066 $11.9 $0.8
Louisiana Department of Health and Hospitals 2,207,424 $18.1 $3.1
Massachusetts Executive Office of Health and Human 1,821,083 $13.3 $4.4
Services

Maryland Department of Health and Mental Hygiene 965,838 $13.1 $2.5
Maine Department of Human Services 86,474 $2.5 $1.1
Michigan Department of Community Health 447,581 $9.4 $4.7
Missouri Department of Social Services 3,061,103 $20.0 $3.5
New Jersey Department of Human Services 5,580,110 $79.6 $3.9
North Carolina Department of Health and Human Services 779,499 $20.7 $5.9
New Mexico Human Services Department 186,184 $2.7 $0.7
Nevada Department of Health and Human Services 175,207 $5.8 $0.6
New York Department of Health 2,729,520 $110.4 $22.4
Ohio Department of Job and Family Services 8,783,883 $20.0 $7.6
Oklahoma Health Care Authority 705,807 $6.5 $1.7
Pennsylvania Department of Public Welfare 3,006,258 $28.5 $6.1
Tennessee, Bureau of TennCare 2,863,206 $6.1 $3.4
Texas Health and Human Services Commission 3,073,268 $47.7 $8.7
Virginia Department of Medical Assistance Services 1,520,659 $15.7 $2.2
West Virginia Department of Health and Human 63,709 $1.6 $1.3
Resources

! Reflects 2007 TPL billed transactions
2 Recoveries for all TPL-related services including case management and program integrity projects
® Expenditures covered by third party payors based on the most current available expenditures from CMS (2004)

4.2.7.5 Services Timely Provided and Within Budget

| Identify if the services were timely provided and within budget.

As our references can attest, HMS approaches each project with a practical methodology that emphasizes
thorough planning, definition of requirements, accountability, and client input and approvals at several

points throughout the process. As a result, HMS
consistently achieves project milestones, including [REMSEIRIEMIESIE IS
timeliness and quality of deliverables, as well as

operating within established budgets. HMS's history of fulfilling contract requirements in a
timely and cost-efficient manner is backed up by our

Exhibit 4.2.7-F highlights our successful track high client retention rate, track record of achieving

record performing timely implementations—and record results year after year, and exhibiting

also demonstrating our history of achieving remarkable corporate growth.

significant economies of scale. Note that since

most HMS contracts are contingency-fee based, HMS assumes responsibility for the costs associated with
implementing our solution; as a result, the on-budget nature of these engagements is transparent to the
HMS client agencies that benefit from their functionality and their results.
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Exhibit 4.2.7-E: HMS has an impressive track record of implementing our customized solutions of varying

complexity on time for our government clients

State Project Product Month/Year
Third Party Liability (TPL) | Cost avoidance, health insurance billing and recoveries,
Alaska !dentlflcatlon gnd health credit balance, HIPP, overpayment projects January 1990
insurance billing and
recoveries
TPL identification and Cost avoidance, health insurance billing and recoveries,
Idaho health insurance billing credit balance, overpayment projects, casualty June 1998
and recoveries
lowa lowa hawk-i SCHIP COBMatch implemented for dglly qppllcantg and January 2007
quarterly enrollee matches to identify other insurance
-All Third Party Liability Identification and Recovery
functions, cost avoidance, health insurance billing and
lowa Medicaid Enterorise recoveries, estate recovery, lien recovery, provider
lowa P overpayment adjustments, tax offsets, and Miller Trust July 2005
(Total TPL Outsourcing) :
recoveries
-Implementation of eCare, Referral Database, Maestro,
and Provider Portal
All Third Party Liability Identification and Recovery
Florida Total TPL Outsourcing fgqcnons (mcludlng, cost avoidance, health insurance November 2001
billing and recoveries, casualty and estate recoveries)
and many Overpayment Projects
. Pennsylvania Cover Al COBMatch implemented for daily applicants and
Pennsylvania Kids (SCHIP) quarterly enrollee matches to identify other insurance March 2007
Joint Family Cost Avoidance performed for Medicaid and Medical
Independence Agency Support Enforcement agencies, Casualty Recovery,
Michigan and the Department of processing National Medical Support Notices, and October 2004
Community Health locate | Hospital Audits
and verify insurance
. Cost avoidance, health insurance billing and recoveries,
Nevada TPL Services credit balance, HIPP, overpayment projects, casualty June 2004
-COBMatch
New Jersey COBMatch -Third Party Liability Identification and Recovery COBMatch-2007
) All other-1994
functions
Nevada TPL Services Cost_ avoidance, health insurance b||||ng and recoveries June 2004
credit balance, HIPP, overpayment projects, casualty
North Carolina | TPL Services Cost av_0|dance and health insurance billing and 2005
recoveries
Oklahoma TPL Services All Th|rd Party Liability Identification and Recovery January 2005
functions
Tennessee TPL Services Cost avoidance, health insurance billing and recoveries, 2006
estate recovery,
West Virginia | WV SCHIP COBMatch January 2008

HMS has developed a very successful track record of providing service and system solutions to our
healthcare program clients, quickly conceptualizing and developing them, implementing them, and
generating meaningful results early in the process. Our ability to concurrently manage multiple contracts
is testament to our ability to achieve the same efficiencies on behalf of the lowa hawk-i program.
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4.2.7.6 Letters of Reference

Letters of reference from three (3) previous clients knowledgeable of the bidder’s performance in providing services similar to
the services described in this RFP and a contact person and telephone number for each reference. The bidder shall not
include references from the lowa Department of Human Services.

With more than 34 years of experience performing healthcare-related services in over 40 states, HMS has
demonstrated our ability to apply innovation and best practices in order to fulfill complex project goals.
All HMS clients can attest to our:

= In-depth knowledge of the SCHIP and Medicaid programs, Enrollment Services and Eligibility
Determination

= Dedicated staff—including Program Managers—available to serve clients

= Ability to comply with HIPAA and other security and privacy regulations

= Excellent customer and stakeholder service

= Data processing capabilities

HMS encourages the Department to contact our clients and inquire about our commitment and dedication
to exceeding contract requirements. We have provided letters of reference from the following clients at
the end of this section:

» Florida Department of Health
= Kentucky Cabinet for Health and Family Services
= West Virginia Department of Health & Human Services, Bureau for Medical Services

As well, the Commonwealth of Massachusetts forbids providing written letters of reference, but they are
permitted to act as a reference and provide feedback verbally. Therefore, the Department can contact the
following individual to discuss our client service results within Massachusetts:

Bill Connors, Director of Revenue Operations
Center for Health Care Finance
Commonwealth Medicine

University of Massachusetts Medical School
The Schrafft Center, Third Floor

529 Main Street

Charlestown, MA 02129

Telephone: 617 886-8165
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4.2.8 Personnel

Throughout our history, HMS has successfully attracted and retained talented associates to support our
clients. HMS has leveraged this expertise to implement the systems and services defined in the RFP and
to support the Department under the contract. We already have a Des Moines-based team ready to begin
upon contract execution who will be dedicated to the successful implementation and operations of the

hawk-i program. This team will have the full
resources of our technical and client services
support teams in our corporate office, National
Service Centers, and regional offices throughout
the United States.

HMS has more than sufficient administrative staff
and organizational resources to ensure our

Our Focus on Customer Service

The cornerstone of HMS’s personnel plan to serve the
Department, applicants and enrollees of the hawk-i
program is our Des Moines-based team. This team
features seasoned leadership, SCHIP experience, and
the dedication to customer service excellence that has

been the hallmark of HMS's success.

compliance with contractual obligations.
Including staff members of HMS and our parent,
HMS Holdings Corp., HMS has access to the resources of 742 full-time personnel with expertise in
healthcare information management. These individuals are spread throughout the country to better serve
our clients:

= HMS’s New York City headquarters houses 244 personnel, all of whom focus on activities
supporting our current 40 state Medicaid agency contracts, including related data support and
administrative functions.

= Our National Service Center in Dallas houses 134 people, who focus on new IT development,
Web-based infrastructure, and high-contact support activities (e.g., provider relations, eligibility
determination, claims collection and follow-up) associated with our client contracts.

= The remainder of employees work in regional satellite offices perform account management and
various support activities related to specific agency contracts.

Most of the HMS staff members who are proposed to support the hawk-i contract are located in the Des
Moines service center, which we will establish immediately upon contract award. John Davis, HMS’s
Des Moines-based Project Manager, currently oversees our existing contract work with the lowa
Medicaid Enterprise and resides in the Des Moines area. Mr. Davis brings a wealth of healthcare
operational experience to this role and is well-respected within the Department based on his management
on the IME contract and his work with the hawk-i COBMatch project.

HMS Program Director Pam Moores currently directs both the hawk-i COBMatch project to identify
other insurance for program applicants and enrollees, and our work for the lowa Medicaid Enterprise. Ms.
Moores also has over 12 years of experience working with the state of Colorado in various roles,
including Quality Assurance Administrator, Third Party Resources Manager, and IT Contracts and
Monitoring Manager, where she served as the liaison between the Medicaid and SCHIP agencies.

Robert Britton will serve as HMS’s Implementation Manager. As a former Senior Vice President for
MAXIMUS, Mr. Britton was responsible for SCHIP and Enrollment Broker Operations in California, and
led teams in Texas and British Columbia to improve project performance, improve operations, and
increase client satisfaction. Considering Mr. Britton’s depth of experience in developing and running
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SCHIP enrollment-related projects, we are confident in his abilities to successfully lead our
implementation for the hawk-i engagement. Mr. Britton’s knowledge of MAXIMUS’s operations and

systems will enable a smooth transition of the
hawk-i administrative services from MAXIMUS
to HMS.

Working with Mr. Britton and leading our hawk-i
implementation operations efforts will be Cynthia
Jones. As the former Program Director for the
hawk-i COBMatch project, and for the lowa
Medicaid Enterprise, Ms. Jones’ brings both
implementation and operations expertise to the
team. Ms. Jones was recently promoted to Director
of our Enrollment Services team. She will be
heavily involved in developing systems and

Ensuring Smooth Transition for IME

In naming John Davis as the hawk-i Project Manager,
HMS is taking steps to ensure that the success of our
existing projects for the Department are not adversely
affected. We have already begun screening potential
replacements who match Mr. Davis's qualifications and
management experience. Given the in-depth knowledge
of DHS programs that Mr. Davis and several other HMS
personnel maintain, we can expedite a smooth transfer of
knowledge to ensure no impact to IME or hawk-i.

operational solutions for all of our enrollment offerings, including the hawk-i engagement.

Our employee base includes experts in healthcare and public policy administration as well as health
insurance—including enrollment and premium processing, data processing, information management,
Medicaid and SCHIP law and regulation, clinical review, claims coding, claims processing, and support
operations. All staff work together to formulate and implement innovative solutions that enhance revenue

and decrease administrative costs for HMS clients.

4.2.8.1 Table of Organization

Provide a table of organization. lllustrate the lines of authority. Include the names and credentials of the owners and
executives of your organization and, if applicable, their roles on this project. Also, include key personnel who will be involved in
providing implementation and ongoing services contemplated by this RFP.

We have assembled a team of dedicated personnel to fulfill the requirements of this contract. The team
includes subject matter specialists in every operational area needed to deliver compliant, successful TPA
services for hawk-i, including: project management; implementation; customer service; application
processing and eligibility determination; premium collection, capitation payments, and accounting;
appeals; surveys; handling mail; information technology; quality assurance; and other allied functions.
Although HMS’s Des Moines-based team will be the core service team for this contract, they will have
access to the technical, administrative, and management resources of HMS to ensure that we meet and

exceed contract requirements.

To show the Department how we plan to structure
lines of authority (reporting relationships) among
project personnel, and how our project personnel
fit within the HMS organization, we provide the
following exhibits:

= Exhibit 4.2.8-A shows HMS’s
corporate organizational structure.
Executives, managers, and staff who will
be involved in hawk-i administrative

HMS’s Team Includes a Former Idaho
SCHIP Administrator

HMS'’s Marnie Basom will be a Project Advisor for the
hawk-i contract. As the Idaho Medicaid Children’s
Program Manager, she was responsible for the
management and oversight for the Idaho CHIP,
school-hased services, and EPSDT programs. HMS
will rely on Ms. Basom’s expertise during both
implementation and ongoing operations.
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services project operations are highlighted in blue boxes. HMS, Inc.’s parent company—HMS
Holdings Corp.—is publicly held, and none of our executives holds a substantial ownership share

in the Company.

= Exhibit 4.2.8-B shows the hawk-i team structure. This organization chart identifies the Project
Manager (as well as the Implementation Manager and Systems Manager), shows how we propose

to structure the functions of the project,
and specifies the number of staff we
propose to perform each function. We
will provide an updated organization
chart to the Department on a monthly
basis, identifying any staffing changes
within that month.

SCHIP Implementation Expertise

Robert Britton—a former MAXIMUS executive who

was the Senior Vice President responsible for SCHIP
and Enrollment Broker Operations in California—uwill
lead HMS's implementation team.

4.2.8.2 Resumes of All Key Personnel

Provide resumes for all key personnel, including the project manager, who will be involved in providing the implementation and
ongoing services contemplated by this RFP. The resumes must include: name, education, and years of experience and
employment history, particularly as it relates to the scope of services specified herein.

Below we provide summary qualifications about the key HMS personnel who will implement and oversee
the hawk-i TPA engagement, including their project roles.

Pam Moores, Program Director

As the Program Director for HMS’s contracts in lowa, Ms. Moores will work closely with our onsite
Project Manager to assure attainment of contract requirements. An experienced engagement manager, she
will regularly visit the local project office in lowa to apply her substantial operations experience and
ensure that performance goals are met. She will maintain close day-to-day contact with the Project
Manager and operations team, working closely with them to leverage local project and staff resources
effectively to assure optimal customer service. As necessary, she will also coordinate with senior project
management (Kim Glenn, Senior Vice President of Government Services; and David Dawson, Midwest
Regional Executive) to obtain and apply HMS corporate resources to meet and exceed project

requirements.

John Davis, Project Manager

As the Project Manager, Mr. Davis will provide leadership, program oversight, and operations
management. He is also the Department’s primary liaison with HMS for this contract. As onsite Project

Manager, he will work closely with the Operations
Manager—coordinating and leading local project
and staff resources to ensure that office
performance goals are met or exceeded and a high
level of service is delivered to all customers. Mr.
Davis’s major duties include:

= Ensuring that contract deliverables are
accurate and delivered to the Department
in a timely manner

Leadership Experience = lowa Success

Together, HMS's Program Director Pam Moores,
Project Manager John Davis, and Implementation
Manager Robert Britton have 93 years of leadership,
healthcare, SCHIP, and/or lowa-specific experience
that will facilitate a smooth transition from MAXIMUS
and ensure that we meet, if not exceed, all contractual
operational objectives.
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Exhibit 4.2.8-A: HMS Inc.’s Corporate Organization Chart, Identifying HMS Executive and Other Personnel with Involvement in hawk-i Administrative Services

HMS Holdings Corp.
Board of Directors |
1

Walter Hosp || Robert Holster Richardlang | ______________
Chief Financial Officer Chief Executive Officer Chief Compliance Officer
Health Management Systems, Inc. David Schmid
- . VP, Human Resources
William Lucia

President & Chief Operating Officer

Maria Perrin Sean Curtin Donna Price Christina Dragonetti Charles Anderson Alexandra Holt
SVP, Government Services Corporate Operations Executive SVP, Special Markets SVP, Managed Care VP, Corp Development Dir., QA & Training
Kimberly Glenn | | Michael Hostetler Joseph Joy :
— SVP, Government VP, Program Integrity ] SVP & CIO Barbara Saunders Carrie Cunningham Cynthia Jones Amy Purvis
Services North [ Dir., IV-D Business | VP, Business Dir, Enroliment Svc Training Manager
- Tom Schulz I_ Joseph Drapalik Development Development
|| David Dawson —| VP and General Dir., Applications Dev . . Kevin McDonald Gene Ford
Regional Executive Manager, Permedion Deborah Johnson | || Phyllis Hartstein Dir., Prod Dev Quality Assurance Mgr
L I_ Reginald Vincent | [ Dir., IV-D Operations VP, Client Services
Pam Moores | { Tom Dougherty Sr Systems Engineer
Program Director VP, Federal Markets o SR | | Thomas Baggett
- - - - Stephen Vaccaro H Dir., Account VP, Contraq
Kglth Relnolq Lori Karaian = SVP, Coordination of Services Implementation
Regional Executive — Dir., Government Benefits
Affairs: State TBD Peter Demy
L] Kevin Lee : - L~ 4 VP, Operations
Regional Executive — || Chris Haley Dir., Dependent-Only
Avrika Pierce VP, Cost Avoidance Insurance
o — Dir., Government
Niki Love ' -
| VP Government Affairs: Federal Robert Dickerson
S e West —1 Dir., Major Medical
ervices Wes Yield Management
I_ Marnie Basom David Viestenz | | Renee Gundersen
Regional Executive VP, Shared Services — Dir., Pharmacy Yield
Ronald Singh Jon Hutcheson, Esq.| | Management
— SVP, Government VP, Subrogation Brian Voelkel
Services South David Rigazio | | —  Dir, Th,irq_Party
Wilda Ethredge Dir., Military Services Eligibility
Regional Executive Henry Lefcourt
| i i hawk-i Project Team Member
Christopher Frey Dir., Data Integrity | ) |
Regional Executive L_| Joanne Pennecke
Dir., Financial Controls
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Exhibit 4.2.8-B: HMS Inc.’s Proposed hawk-i Organization Chart

Alexandra Holt

Director of QA
and Compliance

Amy Purvis

Corporate
Training Manager

Robert Britton

Implementation
Manager

Chuck Anderson
Implementation
Technical Manager

Yolandra Fontenot
Implementation
Training Coordinator

Kim Jaudon*
Implementation
Cust Svc Manager

Cynthia Jones
Implementation
Operations Manager

Marnie Basom
Project Advisor

Quality Assurance
Supervisor (1)*

Quality Assurance
Analyst*

Kim Glenn
Senior Vice President

David Dawson
Regional Executive

Pam Moores
Program Director

John Davis
Project Manager*

Customer Service
Supervisor (1)*

Customer Service
Coordinators (6)*

Enroliment
Coordinators (2)*

Document Control
Clerks (2)*

Joe Joy
Clo
Lori Karaian
State SCHIP
Government Relations
Arika Pierce
Federal SCHIP
Government Relations
Joe Drapalik

Systems Manager

. IT Quality Data Base
*
AL ) Assurance Administrator
Reggie Vincent
Business Analyst KIDConnect

Programming Supervisor

Programmers

*Located in Des Moines
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= Ensuring that performance measurements are met or exceeded

= Ensuring the accuracy of the procedures documentation and that the project team adheres to
Department policies

= Working closely with the Department to meet or exceed the requirements of the contract and
developing plans to accommaodate current and future needs of the hawk-i program

= Reviewing and monitoring summary data to identify problems and ensure correct processing

= Developing best practices to improve team efficiencies and customer service delivery

= Identifying and addressing performance problems with the project team

Joseph Drapalik, Systems Manager

As Systems Manager for the hawk-i administrative services contract, Mr. Drapalik will be responsible for
the maintenance and modification of the KIDConnect suite of applications. Major duties of his position
include:

= Serving as the primary technical contact for the Department

= Providing leadership and direction for the systems development team supporting the KIDConnect
suite of applications

» Ensuring that software applications and system development meet the Department’s requirements

= Troubleshooting hardware and software issues

= Ensuring a nightly application backup

= Working with the Department to ensure KIDConnect meets the short-term and long-term needs
of the hawk-i program

Robert Britton, Implementation Manager

To insure a successful implementation, HMS will use a transition team lead by Robert Britton, a former
MAXIMUS employee who was the Senior Vice President responsible for SCHIP and Enrollment Broker
Operations in California. He also served on teams sent into British Columbia and Texas to work on
various problems associated with start-up and project operations. In British Columbia, he was responsible
for mail room operations, reconfiguring facilities to accommodate the increase in staffing, call center
resource planning tools, analysis of service level agreements (SLAS), and working with the shop stewards
regarding working conditions. In Texas, he assisted with integrated eligibility issues and overall quality
assurance programs. His knowledge of the MAXIMUS organization, operations, and systems will be
invaluable to the Department during the transition from MAXIMUS to HMS. Mr. Britton has the
background needed to ensure effective transition, including effective completion of transition tasks that
precede and lead to effective program operations. HMS's approach to transition minimizes the risks
associated with transition from MAXIMUS to HMS and ensures the state that HMS has correctly
assessed the steps needed for a smooth and seamless transition.

Resumes for Ms. Moores, Mr. Davis, Mr. Drapalik, and Mr. Britton appear on the following pages.
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Additional Project Staff

Supporting our key team members, HMS has an established corporate team and a well-defined local
staffing plan for lowa hawk-i.

Skills and Experience of HMS’s Corporate Leadership Team

Working in concert with Ms. Moores (Program Director), Mr. Davis (Project Manager), Mr. Drapalik
(Systems Manager), and Mr. Britton (Implementation Manager), HMS’s proposed corporate leadership
team comprises individuals who have the skills and experience needed to start-up and maintain successful
operations for the proposed hawk-i engagement. This team has the necessary experience and knowledge
to operate an efficient and responsive project for the State of lowa and program constituents.

Marnie Basom, Project Advisor

Name/Title: Project Position: Education:

Marnie Basom Project Advisor =  BS-1991, Oregon State University
Regional Director = MPH-1994, Oregon State University

Project Role: Leverage SCHIP experience and serve in an advisory role through implementation and operations

Professional Experience: Qualifications:

= 3years’ tenure at HMS, serving in account leadership roles =  Provided management and oversight for the Idaho CHIP, school
and providing oversight for contracts with Medicaid state based services, and EPSDT programs
agencies focused on third party recovery = Duties included program planning, implementation, and

=  Served as CHIP Coordinator and Medicaid Children’s evaluation, outreach and communication, training, drafting and
Program Manager for the state of Idaho for 3 years applying policy and procedures, interpreting and applying

federal and state legislation, collaborating with internal and
external stake holders, responding to federal, legislative, and
public requests

Kim Jaudon, Implementation of Customer Service

Name/Title: Project Position: Education:

Kim Jaudon Implementation of Customer =  BA-1981, University of West Florida
Account Services Director Service

Project Role: Leverage SCHIP experience and serve in an advisory role through implementation and operations

Professional Experience: Qualifications:

= Former Vice President of Customer Service for Policy Studies, | =  Implemented lowa’s first statewide child support call center
Inc., and cutting-edge statewide employer customer service unit

= more than 25 years of experience spanning all operational (Employers Partnering in Child Support (EPICS)).
aspects of human services programs, including medical = Supervised more than 100 staff members in five offices across
support operations, customer service operations, case lowa while completing all contract goals 18 months ahead of
management, and large system implementations schedule (5-year term).

= Performed policy development, training development and
delivery, process improvement, program improvement, and
customer service practices
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Cynthia Jones, Implementation Operations Manager

Name/Title: Project Position: Education:

Cynthia Jones Implementation Operations = BA-1993, Northwestern University
Director, Enroliment Services [YEUEN[E] = MS -1998, Rush University

Project Role: Assist with system development and operational processes during project implementation

Professional Experience: Qualifications:

= 5years’ tenure at HMS, serving in program director and =  Provided management and oversight for the Idaho CHIP,
account management roles for lowa, Michigan, Indiana, and school based services, and EPSDT programs
lllinois, providing oversight for contracts with Medicaid state = Duties included program planning, implementation, and
agencies focused on third party recovery evaluation, outreach and communication, training, drafting and

=  Led the implementation the lowa SCHIP COBMatch contract applying policy and procedures, interpreting and applying
in 2007 and the implantation of the lowa Medicaid Revenue federal and state legislation, collaborating with internal and
Collections contract in 2004. external stake holders, responding to federal, legislative, and

public requests

Reginald Vincent, KIDConnect Programming Supervisor
Name/Title: Project Position: Education:

Reginald Vincent Systems Development = Bachelor of Engineering - 1997, Stevens Institute of

Senior Systems Engineer Supervisor Technology

Project Role: Provides senior development leadership to Mr. Drapalik and HMS’s hawk-i project management team

Professional Experience: Qualifications:

= 4years with HMS as Senior Systems Engineer =  Designed and developed key components to HMS's e-Center

= 2years as Senior Software Engineer with Newview framework, allowing for rapid deployment of case
Corporation, Inc. management system to clients

= 1yearas Lead Developer with Electronic Raw Material = Migrated several contracts to case management system using
Acquisition industry-proven tools

= 1year as Programmer/Analyst with E-SteelExchange =  Integrated imaging capabilities into case management system

Charles Anderson, Vice President of Corporate Development

Name/Title: Project Position: Education:
Charles Anderson Implementation Technical Mgr | =  BS - 1975, City College of New York
Vice President of Corporate Application Architect: =  MBA-1992, Golden Gate University
Development KIDConnect suite of
applications
Project Role: Oversees development and implementation of KIDConnect application
Professional Experience Qualifications
= 12 years with the Hearst Corporation in various operations = 23 years’ experience in pharmacy information technology and
management roles operations
= 7 years’ experience in consulting/executive oversight roles =  Expertise in product development and business strategy
with various companies in the pharmaceutical benefit industry | =  In-depth knowledge of pharmacy hilling procedures and
= 4years with HMS; currently responsible for executive identification of abusive billing practices
oversight of pharmacy and commercial insurance
overpayment services
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Kim Glenn, Senior Vice President of Government Services

Name/Title: Project Position: Education:
Kimberly Glenn, HIA Executive Project Advisor BS - 1989, Colgate University

Senior Vice President of
Government Services

Project Role: Works with Mr. Dawson and Ms. Moores to ensure that appropriate HMS resources are available and committed at every
stage of the project; fully accountable for the team’s success and provides a senior-level contact for quick resolution of any issues or
concerns

Professional Experience: Qualifications:

= 18 years of experience directly managing third-party = Directs client project implementations and ongoing operations
identification and recovery projects for 20 Medicaid Agencies, in local offices
two State Health Plans, and several Medicaid Managed Care = Assists state clients in drafting TPL Action Plans
Plans =  Directs demonstration projects to identify Medicare

= Provides executive oversight of HMS's services on behalf of beneficiaries with other insurance that is primary coverage
SCHIP programs in lowa and Pennsylvania

David Dawson, Midwest Regional Executive
Name/Title: Project Position: Education:
David Dawson Managing Project Advisor = BA-1986, Carson-Newman College

Midwest Regional Executive

Project Role: Works with Ms. Moores and Mr. Davis to oversee local Des Moines office operations and assure attainment of contract
objectives

Professional Experience Qualifications:

= 11 years with Perot Systems, Healthcare Division, focusingon | = 21 years of experience in healthcare information systems for
delivery of healthcare IT solutions, including delivery of public healthcare programs and private healthcare organizations
mailroom, claims processing, customer service, application = Oversees HMS account management and field offices in Mid-
development, and system and operational implementation West Region
services.

= 10 years with EDS, supporting state Medicaid operations in
various capacities, including system programming, claims
management, implementation support, and overseeing
operations

Joseph Joy, Senior Vice President and Chief Information Officer

Name/Title: Project Position: Education:

Joseph Joy Executive Technical Advisor = BS-1984, llinois State University

Senior Vice President and = Java Programming |, Il and Ill - 2002, College of DuPage

Chief Information Officer = X-Technologies Developers Program — 2002, DePaul University

Project Role: Provides technical guidance and oversight to HMS’s hawk-i project management team; provides guidance and direction to
Systems Manager, Joseph Drapalik
Professional Experience: Qualifications:
= 22 years of technology expertise, including programming = Manages operations for HMS's data centers
and systems analysis =  Manages multiple information systems and projects, including
= 4years as senior level information systems officer at HMS legacy mainframe applications, data warehouse/datamarts,
= Coordinates, facilitates, and consults with all senior document imaging and workflow, web-deployed applications and
management staff on information systems, application other office automation systems
development and support and IT project initiatives =  Directs information systems staff
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William Lucia, President and Chief Operating Officer

Project Position:
Contract Advisor

Name/Title:
William Lucia, FLMI

President and COO

Degree Course — 1986, San Francisco City College
Finance for Senior Executives — 2003, Harvard Business School

Project Role: Ensures corporate-wide commitment to the success of h

awk-i operations

Professional Experience:

= 24 years of experience in healthcare reimbursement,
information systems, and large-scale insurance administration

= 13years of experience managing revenue recovery projects
for healthcare providers and payors

= Advises HMS clients on business process re-engineering and
assists in defining protocols for improved recovery

=  Directed the implementation of HMS engagements in
Colorado, Florida, and Maryland

Qualifications:

President since 2003, he oversees all aspects of HMS's
operations, including marketing, sales, and product
development

Instrumental in expanding HMS'’s products and launching our
federal revenue maximization and strategic sourcing offerings

Oversaw the successful merger of HMS with Public Consulting
Group's Benefit Solutions Practice Area in 2006

Alexandra Holt, Director of Quality Assurance and Compliance

Name/Title:
Alexandra Holt

Project Position:
QA/Compliance Manager

Director of Quality
Assurance and Compliance

Education:

BA - 1973, Oberlin College
MA — 1975, Cornell University

Project Role: Monitor and ensure regulatory and contract compliance

Professional Experience:

= 20vyears’ tenure at HMS in multiple capacities related to QA,
Corporate Compliance, training, and contract operations

Develops and implements QA controls within HMS operational
units

Oversees employee training, development of standard
operating and QA procedures, and technical documentation of
processes

Instrumental in creating HMS's human resources, technical
documentation, and training infrastructures

Local Staffing Plan

Considering all project needs, HMS has developed a preliminary local staffing plan that calls for:

= 1 Program Director

= 1 Project Manager

= 1 Systems Manager

= 1 Administrative Assistant

= 1 Customer Service Supervisor

= 1 Quality Assurance Supervisor
= 1 Quality Assurance Analyst

= 6 Customer Service Coordinators
= 2 Enrollment Coordinators

= 2 Document Control Clerks

February 8, 2008
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Program Director Pam Moores and Project Manager John Davis, supported by HMS’s Human Resources
staff, will oversee recruiting, hiring, and training local lowa staff. Following notice of contract award, our
first line of recruitment, with the Department’s approval, will be to approach current MAXIMUS local
staff and assess their qualifications and determine their interest in continuing to perform their duties when
HMS assumes responsibility for the local office. The advantages to hiring current local staff are
numerous: for the Department, the primary advantage is assured operational continuity into the new
contract term. Existing staff already understand the hawk-i program and how their positions support
program constituents; their learning curve will be shorter in that they need only learn HMS systems and
protocols. To assure that MAXIMUS contract operations run smoothly during the implementation period
(and that current MAXIMUS staff are not distracted during working hours by preparations for an
impending move to HMS), we would conduct orientation and training sessions for these personnel at
night and during the weekend.

In addition to recruiting existing MAXIMUS staff, HMS will recruit qualified staff consistent with the
position descriptions developed. HMS has significant experience recruiting exceptional staff, even in tight
job markets. We plan to obtain applicants from the following sources:

= Advertising. We will advertise locally in leading newspapers, such as the Des Moines Register
and dmregister.gannettonline.com and on-line at monster.com.

= Local job training offices. We will post positions with lowa Workforce Development and any
other appropriate community agencies.

= Local community college, colleges and universities, and trade schools. We will visit local
post-secondary institutions such as Des Moines Area Community College (DMACC), lowa State
University, and AIB Institute to introduce ourselves to the placement staff. We will also
participate in job fairs to build a pool of applicants.

At the lowa Medicaid Enterprise, HMS was tasked with hiring 16 positions to fulfill the duties of the
contract. We were successful in hiring this staff through the processes documented above and through
developing long-lasting relationships with local temporary agencies, which we draw upon from time to
time to temporarily replace staff or augment our current staff to address high-volume workloads.

Staff Roles and Responsibilities
Below, we provide an overview of the roles and major duties for all local staff. Exhibit 4.2.8-C provides
a comprehensive overview of each position and job description.

February 8, 2008 428-19



health 4,\ Administrative Services for the Healthy and Well Kids in lowa (hawk-i) Program
management lowa Department of Human Services
systems Personnel

Exhibit 4.2.8-C: HMS Has a Detailed Plan for Hiring and Retaining Local Staff to Perform Local Office Operations

Position Job Description

Customer Service In coordination with the Project Manager, the Customer Service Supervisor is responsible for providing leadership, day-to-day program oversight,
Supervisor and operations management. This person’s focus is on motivation, problem-solving, and teamwork-enhancing behaviors to create a productive
work environment for all staff. The Customer Service Supervisor will leverage project and staff resources effectively to ensure that office
performance goals are met or exceeded and a high level of customer service is delivered to all customers. The Customer Service Supervisor's
major duties include:

= Developing methods for processing, tracking, and evaluating customer requests and hawk-i applications to analyze efficiency and
continuously improve customer service delivery

= Verifying existing customer demand patterns and developing plans to accommodate current and future demands
» Reviewing and monitoring case data to identify problems with case data and ensure correct case processing

= Developing best practices to improve team efficiencies and customer service delivery

= Identifying and addressing performance problems in project teams and individual staff

Customer Service The Customer Service Coordinator will be the primary contact with hawk-i enrollees and applicants. In addition, this team member will be cross-
Coordinator trained to perform all application processing and enrollment duties. Other major duties of this position include:

= Receiving information on new or existing cases from hawk-i enrollees and applicants

= Verifying existing case data and updating case data based on information received, and creating an explanatory case note
= Researching customer issues

= Using all available resources to resolve customer concerns

= Providing support to the Enrollment Coordination team during non-peak time call hours

Enrollment Coordinator The Enrollment Coordinator is primarily responsible for screening applications for hawk-i and determining initial and ongoing eligibility. Major
duties of this position include:

= Establishing case files in KIDConnect and processing applications in accordance with state requirements and policies and procedures.

= Processes applications through evaluation of supporting information submitted by the applicant and through verification of information
submitted through other source verification data bases and applying rules for determining eligibility.

= |nvestigate inconsistencies for possible fraud and for ensuring each applicants supporting documentation supports each eligibility
determination.

= Meeting production and accuracy standards adopted by the organization.
= Stay current with policies and procedures, rules and regulations associated with eligibility of applicants and enrollees in the hawk-i program
= Providing support to the Customer Service Coordinators by answering calls from applicants or enrollees during peak call times
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Position Job Description

Document Control Clerk The Document Control Clerk is responsible mail room operations including:

= QOpening, sorting, date stamping, and batching mail received

= |maging all incoming mail

= Indexing key fields for all scanned documents that will be used to locate documents within KIDConnect, including timely and accurate indexing
of applications to cases enabling the Eligibility Coordinators to perform their jobs in a timely and efficient manner

Quality Assurance The Quality Assurance Supervisor is responsible for coordinating all quality assurance activities for the account. Major duties include:
Supervisor = Coordinating all activities with our corporate QA team to ensure that best practices are implemented and being followed

= Providing leadership to the QA team

= Working with the account leadership team to identify training issues and implement plans for additional training

= Completing audit activities within specified timeframes

= |dentifying and reporting audit/error trends and recommending corrective action plans to the departments

= Serving as the main contact with the Department regarding QA activities, root cause analysis, and implementation of corrective action plans
Quality Assurance Analyst | The Quality Assurance Analyst conducts audits on project activities. Major duties include:

= Completing audit activities within specified timeframes

= Working closely with supervisors to identify training issues

= |dentifying and reporting audit/error trends and recommending corrective action plans to the departments

Administrative Assistant The Administrative Assistance will provide secretarial and administrative support, including:

= Receptionist/greeter for hawk-i applicants who visit the HMS Des Moines office

= Photocopying, faxing, maintaining files, sorting and routing mail, answering phone

= Maintaining managers’ calendars, scheduling appointments, making travel arrangements

= Screening phone calls, providing information to callers, obtaining information from callers, and routing calls to appropriate staff

= Drafting and finalizing correspondence

= Preparing reports, including budget and statistical records of performance data

= QOverseeing facility maintenance issues, including the ordering of office supplies

= Coordinating staff meetings, including arranging logistics, sending meeting notices, preparing agendas, issuing agendas and meeting
materials, preparing meeting summaries, and tracking assignments resulting from meetings
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4.2.8.3 Subcontractors

Provide the name and qualifications of any subcontractor who will be involved with this project. Describe the work and
estimate the percent of total work the subcontractor will be performing.

With all of the resources necessary to successfully implement and maintain the proposed hawk-i TPA
engagement all ready in-house, HMS will not subcontract work to outside parties.

4.2.8.4 Other Contracts

| Describe other contracts and projects currently undertaken by the bidder.

Throughout our history, HMS has provided value-added cost recovery and cost containment services to
government healthcare programs. Within the last twelve years, we have also performed services related to
enrollment and disenrollment in government programs, including Health Insurance Premium Payment

(HIPP) operations and managed care to fee-for-
service case management services. This history
of providing services to the public sector has
enabled government-sponsored healthcare
entities in 40 states to contain costs, expand
service delivery, recover funds, and improve
technology. Our experienced human,
technological and operations resources will

HMS’s Successful Delivery

HMS currently provides customer service, case
management, information technology, provider
relations, and consulting services to each of our clients
throuahout the nation.

provide the foundation to deliver a seamless implementation for this project for the lowa hawk-i program.

HMS currently provides a range of services for the 37 state agencies listed in Exhibit 4.2.8-D. We
provide additional information on these contracts in Section 4.2.7: Experience.

Exhibit 4.2.8-D: HMS's Current State Agency Client Experience

Project
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AL Medicaid Agency 4 v
AK Dept. of Health and Social Services v v v v
AZ Health Care Cost Containment System v v v
AR Dept. of Human Services v v v
CA Dept. of Health Care Services v
CO Dept. of Health Care Policy and Financing v v v
CT Dept. of Social Services v v v
DE Dept. of Health and Social Services v v
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Exhibit 4.2.8-D: HMS's Current State Agency Client Experience
Project
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DC Medical Assistance Administration v

FL Agency for Health Care Administration v v v v v
GA Dept. of Community Health v v v v

ID Dept. of Health and Welfare v v v

IL Dept. of Public Aid v v

IN Family and Social Services Administration v v v
IA Dept. of Human Services v v v

KS Health Policy Authority v

KY Dept. for Medicaid Services v v v v

LA Dept. of Health and Hospitals v

ME Dept. of Human Services v

MD Dept. of Health and Mental Hygiene v v v v
(MA) MassHealth v v v v v
MI Dept. of Community Health v v

NV Dept. of Human Resources, Division of Health v v

Care Financing and Policy v

NJ Dept. of Human Services v v v v
NM Human Services Dept. v

NY Dept. of Health v v

NC Dept. of Health and Human Services v v v

ND Dept. of Human Services v

OH Dept. of Job and Family Services v

OK Health Care Authority v v
PA Dept. of Public Welfare v v v v
RI Dept. of Human Services v

SC Dept of Health and Human Services v v v v

SD Dept. of Social Services v v

(TN) TennCare v v

TX Health and Human Services Commission v v v

VA Dept. of Medical Assistance Services v v v
WV Dept. of Health and Human Resources v v v v
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4.2.9 Financial Information

| The bidder must provide the following financial information:

4.2.9.1 Audited Financial Statements

| Submit audited financial statements (annual reports) for the last three (3) years.

HMS’s financial results are reported together with those of our parent company, HMS Holdings Corp.
(“Holdings”). HMS has provided our audited financial statements for Fiscal Years 2004, 2005, and 2006
as Attachment 2 (Volume 2) in this Proposal. These financial statements include:

= Balance sheets

= Income statement
= Statement of operations

= Statements of cash flows

= Notes to financial statements

= Auditor’s reports

HMS’s financial data are available on an ongoing basis. We are a publicly traded corporation and
therefore subject to Securities and Exchange Commission (SEC) reporting requirements, which are more
stringent than reporting requirements for privately held companies. In addition, HMS’s current and
historical financial reports are readily accessible through public channels, including SEC reporting
sources and the Web sites of both HMS, Inc. and HMS Holdings Corp.

HMS’s Chief Financial Officer, Walter Hosp, is available to answer any questions regarding the financial
statements we have included; his telephone number is 212.857.5940.

4.2.9.2 Financial References

| Provide a minimum of three (3) financial references.

HMS’s ability to perform successful cost containment and recovery projects for 47 Medicaid agencies, 29
managed care organizations (including eight of the top nine Medicaid managed care organizations), 15
child support agencies, 120 Veterans Health Administration facilities, and the Centers for Medicare and
Medicaid Services demonstrates that we have adequate financial resources to support multiple, ongoing
engagements. Underscoring the more than sufficient nature of our financial resources is the fact that HMS
performs these projects as the primary (and often sole) contracting entity. Since initiating our service
relationship with Department in 1989, we have exhibited the financial capability required to meet and
support all contract requirements.
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Analysis of HMS Financial Statements

Financial analysts often look to the following items when assessing the financial health of a company:

= Cash in the bank. HMS had more than $6.7 million of cash and cash equivalents as of
September 30, 2007.

= Cash flow. HMS is profitable (net income of $10.9 million for the nine months ended September
30, 2007) and generates positive cash flow (cash provided by operations was $13.8 million for the
nine months ended September 30, 2007). HMS’s positive cash flow has also been very consistent.

Furthermore, HMS has available a $25 million Revolving Credit Facility with a group of four banks
under which we can borrow at any time. As of the date of this proposal (February 8, 2008), HMS had no
borrowings outstanding under this Facility.

Finally, in addition to the items above, the financial community assesses a company’s current ratio
(current assets divided by current liabilities) as a key indicator of its financial health and stability. HMS
has an overall strong financial profile. Debt-to-Equity ratio is less than 20% and the ratio of
Assets/Liabilities is almost 4:1. These ratios demonstrate a conservative financial position.

HMS currently receives payment for serving 53 state agency clients. With more than $6.7 million in cash
and cash equivalents, HMS already possesses and can maintain sufficient tangible net worth to provide
for unexpected fluctuations or trends in project costs, or any other cost overruns, or to withstand payment
delays. In addition, HMS has not filed any bankruptcy or insolvency proceedings, whether voluntary or
involuntary, within the last 10 years.

HMS Credit References

As a public company (NASDQ:HMSY), HMS’s financial information is registered and available at the
Securities and Exchange Commission. We provide the following credit reference both for general
purposes and also to address HMS’s capability to fund projects to completion:

JPMorgan Chase Bank
1166 Avenue of the Americas, 15th Floor
New York, NY 10036

Contacts:
Charles L. Swarns, Jr., Telephone: 212.899.1435
Vickie Pizarro, Telephone: 212.899.2754

KPMG LLP
150 John F. Kennedy Parkway
Short Hills, NJ 07078

Contact:
Mark A. Thomas, Telephone: 973.912.4842
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FLORIDA
MEDICAID

CHARLIE CRIST ANDREW C. AGWUNOBI, M.D.
GOVERNOR SECRETARY

September 17, 2007

Ms. Anna Ruggle, Issuing Officer

lowa Department of Human Services

Division of Financial, Health and Work Supports
1305 E. Walnut, 5th Floor

Des Moines, lowa 50319-0114

Dear Ms. Ruggle:

Health Management Systems, Inc. (HMS) performs accounting-based payment processing services
necessary to administer the Florida Agency for Health Care Administration’s Medicaid Opt Out Program.
Opt Out is a new Medicaid Reform program whereby Medicaid beneficiaries are provided the opportunity
to “opt out” of Medicaid into employer sponsored health insurance plans. The focus of our efforts is to
enroll beneficiaries in the Opt Out Program when they qualify and manage the premium reimbursement
efforts on behalf of the Agency. HMS performs the following activities:

= Manage inquiries from beneficiaries interested in the Opt Out Program;
= Assist beneficiaries with determining whether or not they qualify for the program;

=  Enroll beneficiaries who qualify for the program;

= Receive and process proof of employment and proof of enrollment in an employer sponsored
health insurance plan for each program participant on a schedule set by the participant;

= Generate and issue premium reimbursement to program participants;
= Maintain program participant information in a database system;

= Follow up with program participants when no proof of employment is received.

HMS's efforts on behalf of the Agency have resulted in the enrcllment of several participants in the Opt
Out program. HMS continually demonstrates a comprehensive understanding of state-specific issues,
and applies innovation and best practices in order to fulfill contract requirements.

| look forward to answering any questions you may have regarding HMS's successful efforts on behalf of
the Florida Agency for Health Care Administration. You may contact me by phone at (850) 487-0925 or
by e-mail at barrettj@ahca.myflorida.com.

Sincerely,

Jennifer W @rreﬁ AHCA Administrator

Third Party Liability
Bureau of Program Analysis

;@""-'i(,:‘:k

" FLORIDA .. .
Visit AHCA online at
| COMPARE CARE http://ahca.myflorida.com

Health Care in the Sunshine

2727 Mahan Drive, MS#19
Tallahassee, Florida 32308

4 ‘gwww.FIor]daCompareCare.gov
&



STATE OF WEST VIRGINIA
DEPARTMENT OF HEALTH AND HUMAN RESOURCES

Joe Manchin I Martha Yeager Walker
Governor Secretary

September 11, 2007

Ms. Anna Ruggle, Issuing Officer

Iowa Department of Human Services

Division of Financial, Health and Work Supports
1305 E. Walnut, 5th Floor

Des Moines, Iowa 50319-0114

Dear Ms. Ruggle:

Health Management Systems, Inc. (HMS) performs a comprehensive Third Party Liability and Medical
Support Enforcement enhancement project for the West Virginia Department of Health and Human
Resources. The focus of our efforts is to identify new third-party insurance policies and recover Medicaid
funds from previously paid claims. HMS performs the following activities:

Administration of the Health Insurance Premium Payment (HIPP), casualty and estate recovery
programs on behalf of the State through the use of internally created Web-based applications;

Data matching with commercial, Medicare, and TRICARE files to identify active coverage;
Verifying TPL leads from local welfare offices and data matches;
Providing accretions, updates, and terms as part of maintaining the third-party resource file;

Generating and monitoring commercial billings for Drug, CMS 1500, and UB-92 to all major
carriers including Medicare Part B and TRICARE;

Generating and monitoring provider recoveries on UB-92 claims to providers with all major
carriers including commercial insurers and Medicare Part A;

Conducting credit balance reviews of hospital and long term care providers;
Developing electronic claim submissions according to NSF 2.0 and 5.0;
Implementing electronic claims submissions for TRICARE and Medicare Part B;

Developing and tracking casualty leads using data matches with the Division of Motor Vehicles
and the Bureau of Workers’ Compensation;

Developing and tracking leads using vital statistics file for estates;

Conducting enforcement efforts for IV-D cases where an active medical support order exists and
children are not currently enrolled in private health insurance;

Matching commercial insurance eligibility records with West Virginia case files to identify health
coverage for IV-D Medicaid and Non-Medicaid children,

Matching non-custodial parent and Medicaid eligibility files with the statewide wage reporting file
and employer new hire file to identify new insurance and medical support enforcement
opportunities; and



= Implementing a Medicare Part A reprising project with providers that documents allowable pass-
through costs with ongoing benefits provided to the State through annual updates of provider
information.

HMS’s efforts on behalf of the West Virginia Medicaid program have resulted in more than $60 million in
recoveries. HMS continually demonstrates a comprehensive understanding of our state-specific issues, and
applies innovation and best practices in order to fulfill contract requirements.

I look forward to answering any questions you may have regarding HMS’s successful efforts on behalf of
the West Virginia Department of Health and Human Resources.

Warm Regards,

O Ys/7%

Ms. Charlotte Wickline,

HHR Associate

State of West Virginia

Department of Health and Human Resources
350 Capitol Street, Rm. 251

Charleston, WV 25302-3709

Telephone: 304.558.1761

E-mail: charlottewickline@wvdhhr.org
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BUSINESS DEVELOPMENT & PROJECT OPERATIONS SPECIALIST

Medicaid Enrollment « SCHIP ¢ Business Development ¢ Project Management » Government Relations

Medicaid and TPL Recovery * Provider Relations » Process Development and Implementation

Technical Support « Research & Product Development ¢ Client Satisfaction * Business Solutions

Strategic Planning ¢ Contract Compliance * P&L Management ¢ Strategic Partnerships

Quality Assurance ¢ Proposal Development

Current Practice

HEALTH MANAGEMENT SYSTEMS, INC., 2007 —
present
Transition Lead, 2007 — present

Career History

MAXIMUS, 1997 — 2007
Division President, Western Region

Senior Vice President Business Excellence,
Health and Human Services Segment

Senior Vice President and Chief Operations
Officer, Western Region

Project Director and Project Manager

Senior Operating Executive with full strategic
planning P&L management responsibility for the $95
million Division of a $650 million Corporation.

Maintained complete decision making authority
within the company’s authority matrix for Health

Products and Services in the Western United States.

Managed up to eight direct reports and 1,250
indirect reports.

Participated on turn-around teams for troubled
projects in California, British Columbia, Texas, and
Tennessee.

= Launched aggressive reengineering of
operations and guided projects in the Western
Region to the position of leading financial
performer among all the Health Service projects
in the company.

= Delivered unprecedented results by erasing a
$1.2 million forecast loss on earnings of $36
million in one project.

= Exceeded sales forecast each year for six
consecutive years.

= Improved overall productivity of forms
processing by over 600% in seven years.

= Negotiated a long-term strategic alliance with a
fulfillment vendor responsible for mailing
materials to beneficiaries in California’s
Medicaid program.

= Led efforts to develop a Quality Assurance
program for the first privatized integrated
eligibility project in the nation.

= Led efforts to develop a case management
system for the Drug and Alcohol Diversion
program for licensed health Care Professionals
in California.

In 1996, directed successful merger of PMR and
Landmark; after establishment of the new
management team, exited new company to start
another consultancy (Coordinated Care Strategies).

Developed a full managed care network for a
Fortune 500 corporation in Colorado until being
offered key position in a publicly traded company.

PREFERRED MANAGEMENT RESOURCES

President and Chief Executive Officer, 1986 —
1996

Started and subsequently grew a management
services and consulting company: PMR provided a
full range of services for managing multi-specialty
providers contracting with managed care companies
to provide health care services.



ROBERT BRITTON

Responsible for all facets of day-to-day business
operations ranging from planning and business
development through financial management and
client relations.

Developed a strategic alliance with a Company now
named Landmark Healthcare and established PMR
as the dedicated management arm of this
organization.

As President, responsible for strategic planning,
business development, provider agreements, and
administration of the company and its six
subsidiaries in five states.

= Generated rapid growth of PMR, setting
company on consistent 100% annual growth
rate.

= Introduced business development programs
which doubled Landmark’s gross revenue each
for five years, taking sales to more than $15
million.

= Increased number of persons covered under
Landmark programs from 10,000 to more than
1.3 million.

= Increased participating providers in Landmark
from approximately 20 to more than 2,500 in five
states.

= Obtained and negotiated managed care
contracts for Landmark with 14 major HMO's in
five states, seven preferred provider
organizations, and two Workers Compensation
carriers.

= Prepared initial documents for planned filing of
Landmark’s specialty HMO license in California.

= Prepared Landmark’s business plan to expand
HMO license and related products to other
states.

= Used plan to raise $10 million from private
investors to take Landmark public; also, led
evaluation of possible acquisition targets.

LOS ANGELES COUNTRY FOUNDATION FOR
MEDICAL CARE, INC.

DOCTORS INDEPENDENT PRACTICE ASSOCIATION,
INC.

Executive Director, 1983 — 1986

Selected in 1983 by the Los Angeles County
Medical Association, the largest County Medical

healh 4>
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Society in the United States, to start-up Los Angeles
Foundation for Medical Care, Inc and Doctors
Independent Practice Association, Inc.

Key accomplishments included development of:

= 60 hospital contracts with preferred rates for
services.

= 2,600 physician contracts geographically
dispersed throughout Los Angeles County.

= 250 allied provider contracts.

= An exclusive agreement with CIGNA Private
Practice Plan including business plans with a
$50 million budget largely funded by CIGNA,
then a $400 million HMO.

» Preparation and development of Medical Review
Guidelines used to operate participating Health
Care Programs in Los Angeles County.

» Installation and operation of a new third-party
medical claims processing system.

Partial Client List

District of Columbia Medical Assistance
Administration

Indiana Family and Social Services
Administration

lowa Department of Human Services
Louisiana Department of Health and Hospitals
Missouri Department of Social Services

New York Department of Health

Education

California State University, Sacramento
B.A., Communication Studies, 1972

Professional Memberships

Project Management Institute (PMI)

American Society for Quality (ASQ)
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DIRECTOR, APPLICATIONS DEVELOPMENT
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EXPERIENCED PROGRAMMING PROFESSIONAL

Software Design ¢ Information Systems Development ¢ Analyst Team Manager

Current Practice

Director, Applications Development, 2006 —
present

Direct and coordinate all activities within the
department including design, programming, and
testing of all eCenter applications.

Responsible for providing effective computer
service to both internal and external users.

Assist in determining business requirements for
various application changes through personal
experience and interviewing end users.

Make determination as to project feasibility
through knowledge of system capacity.

Control and assign work to programmers,
business analysts, and quality assurance
analysts.

Recommend, document, and implement
operating policies and procedures

Analyze department production and redesign
internal workflow where appropriate.

Forecast budgetary needs and periodically
perform budget analysis to ensure effective
spending.

Provide general management of all employees
and consultants.

Ensure successful and timely implementation
and roll-outs of all eCenter applications
including:

- Provider Portal Self-Audit

- Provider Portal Disallowance

- National Eligibility Database

- COBMatch

- Socrates

- Provider conversions (new/existing clients)
- Phoenix

- Cost avoidance (including referrals)

Systems Analyst Il, 2004 — 2006

Supervise all Business and Programmer
Analysts in the Dallas Service Center
responsible for eCenter, MDS, and Access Line.

Manage large IT projects requiring advance
planning and coordination with both internal and
external clients.

Perform both Business and Systems Analysis &
Design on eCenter applications. Examples
include:

- COBManager - a solution that allows
Medicaid to save millions of dollars by
submitting claims over the same network
pharmacies use to submit their own claims.

- Provider Self-Audit - Allows providers to
access claim data previously submitted to
Medicaid, make corrections, and resubmit to
the appropriate agency.

- Consolidated Claim Data Base - A
warehouse of claim data that can be shared
by all eCenter applications.

Career History

DISCOVER FINANCIAL SERVICES
Senior Systems Analyst, 2001 — 2003

Served as Release Manager for the Java-based
business application Orion, responsible for
planning, organizing, and implementing all
aspects of monthly software releases.
Designed and developed software solutions to
incorporate new laws and regulations as they
pertained to the financial industry specific to
credit and debit cards.

Researched and implemented new tools and
hardware to support software development.
Coordinated multiple software developers in
development and maintenance of project plans.



JOE DRAPALIK DIRECTOR, APPLICATIONS DEVELOPMENT

HEALTH MANAGEMENT SYSTEMS, INC.
Project Team Manager, 1990 — 2001

e Planned and directed activities of multiple
project teams in order to maximize customer
satisfaction and meet team objectives.

¢ Responsible for managing resource allocation,
development of budgets, as well as project plans
and milestones.

e Responsible for management of several health
insurance projects including:

0 Managed ITS upgrade for Blue
Cross/Blue Shield of Western New York.

o0 Developed Web-based eligibility system
using a relational database for its data
repository.

0 Rewrote TPL front-end system used for
Medicaid payment recovery.

ILLINOIS AIR NATIONAL GUARD
Communications Officer, 1984 — 2004

As a Major in the 217" E&I Squadron, responsible
for managing 70 military personnel whose primary
function is the engineering, installation, and
maintenance of communications and computer
equipment. Other responsibilities included:

e Coordinate with other areas within the military to
provide logistical requirements in support of
team deployments both within and outside the
United States.

e Managed 50 engineering and Installation
personnel at Al Udeid AB, Qatar, for a period of
seven months. Managed such communications
projects as the Combined Air Operations Center
(CAOCQ), Intelligence, Surveillance, and
Reconnaissance Division (ISRD), Technical
Control Facility (TCF), and the base fiber and
copper communication infrastructure.

Northern lllinois University, Dekalb, IL
BS, Applied Computer Science, 1989

Professional Certification

Project Management Institute
Project Management Professional Certification
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ACCOUNT MANAGER

SCHIP REVENUE COLLECTION AND ELIGIBILITY SPECIALIST

SCHIP « Medicaid & TPL Recovery » Data Matching ® Commercial Insurance Recovery

Technical Support « Medicaid & TPL Recovery * Revenue Maximization ® Provider Relations

Client Satisfaction ¢ Training * Claims Processing * Audits * Contract Compliance

Current Practice

Account Manager: lowa Department of Human
Services’ Healthy and Well Kids in lowa (hawk-i)
Program for the Revenue Collection Division of
the lowa Medicaid Enterprise, 2006 — present

= Manage a staff of 16.

= Ensure that HMS meets or exceeds all
requirements of our contract for the lowa
Medicaid program.

= Ensure that the third-party liability (TPL)
verifications for the lowa hawk-i program are
completed in a timely manner.

= Ensure that HMS meets or exceeds all
requirements of the hawk-i contract which
includes returning of discovered TPL within
three days to the hawk-i staff.

= Coordinate responding to provider appeals on
behalf of lowa.

= Attend legal pre-hearing and hearing
conferences as it pertains to provider appeals on
behalf of lowa.

= Develop administrative guidelines and
administration manuals for all recovery and
processing efforts on behalf of lowa.

= Train and develop staff on administrative and
operational procedures.

= Perform all interviews and hiring of staff.

= Maintain processing and audit timeframes and
accuracy.

= Establish production levels for staff.

=  Coordinate all external and internal audits.

Maintain weekly, bi-weekly, and monthly contact
with the lowa Medicaid staff to ensure operation
satisfaction; includes conducting meetings and
providing status reports.

Complete all required weekly, monthly,
guarterly, and annual reports as required by
senior management and the lowa contract.

Prepare the annual operational budget for
HMS'’s Des Moines, lowa office.

Liaise with vendors to ensure cooperation
between all operational efforts so that the lowa
Medicaid program is successful (nine
independent vendors work on behalf of the
Medicaid program).

Career History

AMERICAN ADMINISTRATORS/SELECT BENEFIT
ADMINISTRATORS (FORMERLY HOLMES MURPHY
AND ASSOCIATES/SELECT BENEFIT
ADMINISTRATORS)

General Manager, 1998 — 2006

Managed the operations of the third-party
administrator, including the claims, eligibility,
and office support departments.

Ensured quality service of healthcare benefits
for customers.

Developed administrative guidelines for staff.
Conducted all interviews and hiring of staff.

Established electronic claims processing
system.

Created a Web site for claim viewing by the
customer.



JOHN DAVIS

Created electronic billing and reporting
processes for employer groups.

Established automatic claims processing.

Established a customer service module for
recording of incoming telephone call detail.

Maintained claim and audit timeframes and
accuracy.

Coordinated all external and internal audits.

Facilitated meetings with employer groups and
brokers.

Created detailed monthly reporting by individual
and group for claims processing, telephone
totals, and audit accuracy.

Maintained bi-weekly and monthly customer
contact with employer groups for review of
operation satisfaction.

Coordinated all operational efforts for employer
groups at renewal time.

Created customer survey cards.

WELLMARK BLUE CROSS/BLUE SHIELD
Team Leader, 1995 — 1998

Managed the operations of an open access,
gatekeeper and capitated HMO product.

Ensured quality service of healthcare benefits
for our customers and timely reimbursement.

Maintained claim and audit timeframes and
accuracy.

Established standards for quality and
productivity, which included creating a “Quality
Analyst” position.

Initiated and wrote a worker's compensation
training manual.

Developed administrative guidelines for staff.
Conducted all interviews and hiring of staff.

Oversaw the posting of checks and the
authorization of vendor payments for health
claims.

CIGNA HEALTH INSURANCE
Team Leader, 1982 — 1990

Processed medical and dental claims for fully
and self -insured accounts.
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= Responded to incoming customer service calls
regarding health benefits and claims payments.

= Supervised a staff of claims processors in the
administration of 17 group plans.

= Ensured that claims were processed accurately
and in a timely manner.

= Interacted with health care providers and clients:
answered questions regarding claims, plan
coverage and assisted in resolving
discrepancies.

Partial Client List

lowa Department of Health Services: hawk-i

University of Northern lowa
B.A., Economics
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PROGRAM DIRECTOR

HEALTHCARE / MANAGED CARE PROJECT MANAGEMENT SPECIALIST

Commercial Insurance Recovery ® Business & Contract Development ¢ Operations Management

Medicaid and TPL Recovery ¢ Data Matching * TRICARE/Champus ¢ Carrier Relations * Revenue

Maximization » Quality Assurance ® Contract Compliance ¢ Clinical Nursing ® Contract Negotiation

Business Analysis ® Managed Care * Program Development ¢ Project Management ¢ Strategic Planning

Current Practice

Program Director, 2008 — present

=  Works closely with clients to develop a complete
understanding of their business and operations;
facilitate accurate identification of specific
recovery projects that will best meet clients’ fiscal
and programmatic needs.

= Serves as the principal technical and contract
support contact between HMS technical staff and
the client to ensure client satisfaction, including
the timely management of project deliverables,
release of billing cycles, performing analyses,
maintaining compliance with state and federal
agency regulations, managing client
relationships, and ensuring client satisfaction.

= Develops procedures for program implementation
and improvement and provide quality control
review.

= Develops HMS revenue policies, projects, and
procedures.

= Coordinates and communicate with numerous
state and county agencies and outside vendors to
ensure smooth and orderly program operations.

= Interprets statutes/regulations and submit
suggestions for legislation and regulatory revisions
to improve the program.

Career History

METRO COMMUNITY PROVIDER NETWORK (MPCN)

Director, Operations, 2006 — 2007

=  Provided technical and operational support ensuring
timely healthcare delivery to the underserved at 12
Denver Metro area clinics.

= Directed 10 clinic managers serving 38,000
patients, or 240,000 patient visits in all aspects of
clinical operations.

= Addressed programmatic needs by creating nurse
management teams to improve daily clinic
operations.

= Lead grant proposal effort for the Colorado Trust to
establish a specialty network at MCPN to refer the
underserved population for healthcare.

COLORADO DEPARTMENT OF HEALTH CARE POLICY

AND FINANCING, 1994 — 2006

Manager, IT Contracts & Monitoring/HIPAA

Project Manager

= Assumed responsibility for the fiscal agent multi-
million dollar contracts and operations in January
2004, and the development of an RFP for the
reprocurement of fiscal agent services by
December 2006.

=  Supervised the Medicaid privacy officer and four
technical/business analysts.

= Established a detailed project plan to coordinate
the efforts of oversight contractors, the fiscal
agent, and clearinghouse to achieve compliance
with Federal HIPAA regulations.

= Managed the development and implementation of
an interactive claims application Web portal for
Medicaid claim submissions.

= Performed successful remediation of the Medicaid
Management Information System (MMIS) and
implementation of HIPAA rules to include the
portability of insurance, privacy, transactions and
code sets, and security.

= Designated privacy expert by the Centers for
Medicare and Medicaid Services.
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= Improved collaboration and communication with
the Medicaid fiscal agent through meetings,
education, and project partnering.

= Participated in Business Process Reengineering
for a new eligibility system for Colorado, to include
eligibility for human services programs, Medicaid,
SCHIP, and Colorado-only healthcare programs.

= Assessed eligibility rules for each program to
integrate data requirements.

Manager, Third Party Resources
=  Supervised 10 staff members.

= Assured Medicaid is the payer of last resort on
healthcare claims where a liable third-party was
present.

= Assigned Tort and Casualty cases, Estate recovery,
Child Support mandates, and coordination of
benefits between Medicaid and third-party carriers
to include commercial insurance, Medicare, and
other federal coverage.

= Interpreted Medicare policy regulations to ensure
correct claims payment for dually eligible clients.

= Secured and implemented a contract to expand
TPL work in Colorado.

= Participated on a committee with the SCHIP staff
(known as CHP+) sponsored by the Rose
Foundation to assess the fiscal feasibility of buying
health insurance through employer programs for
CHP+ eligible children.

= Successfully defended challenges by estate
attorneys regarding recovery rules through
legislative committee testimony.

= Established a successful partnership with partners
at the Centers for Medicare and Medicaid Services
(CMS) and Health Resources and Services
Administration (HRSA).

= Increased Tort recoveries by 15% over three years.
Quality Assurance Administrator

= Supervised quality assurance controls to develop a
monitoring system for Managed Care Organizations
(MCOQs) providing care for Medicaid clients.

= Developed Health Plan Employer Data and
Information Set (HEDIS) measures for non-
managed care claims through work with National
Committee for Quality Assurance (NCQA).

= Developed quality indicators for SCHIP contracts.
Administrative Program Specialist

= Reviewed documentation to support submitted
claims in response to fraudulent claims submission.

= Reviewed clients over-utilizing medical services by
implementing cost containment efforts.
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= Assessed paid claims during utilization review to
monitor usage and determine appropriate use of
medical services.

= Participated in review of provider billing practices—
enhancing policy clarification and new medical
services rules.

TRI-COUNTY HEALTH DEPARTMENT

Clinical Operations Coordinator - Women's
Health Clinics, 1990 -1994

= Managed 25 staff across several clinics providing
prenatal and family planning services.

= Responsibilities included: community relations, staff
development, clinic schedules, budget
accountability, and administration of contracts with
the State health department and participating
hospitals.

= Established two medical assistance sites to
process Medicaid applications for prenatal
services and determine presumptive eligibility for
patients.

NURSING CAREER THAT SPANNED 15 YEARS,
EMPLOYEED IN VARIOUS HEALTH CARE SETTINGS.

Partial Client List

lowa Department of Human Services

Professional Affiliations

Trinity Hospice Board of Directors,

Member

Colorado Nurses for Access to Healthcare for All
Group with Colorado Nurses Association,
Participant

National Third Party Liability Technical Advisory
Group,

Member

HEDIS Group and the National Committee on
Quality Assurance,

Participant

Board of Colorado Community Health Network,
Chairman of the Operations Committee

Education

University of Colorado, Boulder, CO
Master of Public Administration (MPA), 1995

University of Wisconsin, Eau Claire, WI
B.S., Nursing, 1975
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Special Note Regar orward-Looking Statements

This Annual Report on Form 10-K contains “forward-looking” siatements within the meaning of
Section 274 of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934,
as amended. For this purpose any statements contained herein that are not statements of historical fact may be
deemed to be forward-looking statements. Without limiting the foregoing, the words “believes,” “amticipates,”
“plans,” “expects” and similar expressions are intended to identify forward-looking statements. These
statements involve unknown risks, uncertainties and other factors, whick may cause our uctual results to differ
materially, form those implied by the forward locking statements. Among the important factors that could cause
aciual results to differ materially from those indicated by such forward-looking statements include those risks
identified in “Item 7 — Management's Discussion and Analysis of Financial Condition and Results of Operations
— Risk Factors™ and other risks identified in this Form 10-K and presented elsewhere by management from time
to time. Such forward-looking stafements represent munagement's curremd expectations and are inherently
uncertain. Investors are warned that actual results may differ from maonagement’s expectations.

PARTI
Ttem 1. Business

Overview

 HMS Holdings Corp. fiunishes cost containment, revenue recovery, cost reporting and business office
outsourcing services to healthcare providers and payors. We help our clients increase revenue, accelerate
collections, and reduce operating and administrative costs. We operate two businesses through our wholly owaed
subsidiaries, Health Management Systerns, Inc, (Health Management Systems) and Accordis Fnc, {Accordis).

Health Management Systems works on behalf of government healthcare programs to contain costs by
recovering expenditmes that were the responsibility of a third party, or that were paid inappropriately. Heaslth
Manggement Systems’ clients include state and county Medicaid programs, their managed care plans, child support
enforcement agencies, state prescription drug programs and other public progrars.

Accordis provides business office outsourcing services for hospitals, emergency medical transport agencics,
and other healthcare providers. These business office services may include identifying thivd-party resources,
submitting timely and accurate bills to third-party payors and patients, recovering and properly accounting for the
amounts due, responding to customer service questions from patients, and securing the appropriate cost-based
reimbursement from entitlement programs. Clients may outsource the entirety of their business office operations to
us, or discrete. components of the revenue cycle.

: On March 7, 2005, we anpounced that we had commenced a strategic review of all of the alternatives
available to us for increasing the return on the resources we employ in delivering services to providers through our
Accordis subsidiary. :

Subsequent to the issnance of our press releass on March 7, 2005 announcing the results of operations for
the fourth quarter and year ended December 31, 2004, the following items were recorded:

(1) We reclassified $22.5 million of municipal auction rate securities as short-term marketable securities,
which were previously disclosed as cash and cash equivalents. This change in classification bad no
effect on the amounts of total current assets, total assets, net income or cash flow from operations.

(2) On March 8, 2005, we received $2.4 miflion in settlement of two accounts receivable from the
District of Columbia and we also recognized contingent recovery fees and settdement expenses



approximating $0.7 million resulting from the sewlement.  Although this settlement was negotiated
and received subsequent to December 31, 2004, we reflected it in the 2004 resulis of operations as
the subsequent settlement of this litigation eliminated the need for 2 bad debt allowance against these
accounts receivable at December 31, 2004, Accordingly, we adjusted accounts recejvable at
December 31, 2004 to $2.4 million, the amount of the settlement, and reduced bad debt expense by

$1.7 million, which is included in direct project costs.

{3} Wereclassified $2.0 million of deferred tax assets to current assets.

Healtheare Reform And Regulatory Matters

The healthcare reimbursement landscape continues to evolve. Federal, state, and Iocal governments, as well
as other third-party payors, contime their efforts to reduce the rate of growth in healthcare expenditures. Many of
these policy initiatives bave comtributed to the complex and time-consuming nature of obtaining healthcare
reimbursement for medical services.

Our clients are subject to comprehensive federal and state regulation, which affects hospital reimbursement.
Medicaid and Medicare account for a significast portion of hospital revenue. Since adoption, the Medicaid and
Medicare programs have undergone significant and frequent changes, and it is realistic to expect additional changes
in the future. Our services are subject to regulations pertaining to billing for Medicaid and Medicare services, which
primarily involve record keeping requireraents and other provisions designed to prevent frand. We believe that we
operate in a marmer consistent with such regulations, the enforcement of which is increasingly more stringent.
Violations of such regulations could adversely affect our business, financial condition and results of operations,

. The Medicare program is administered by the Centers for Medicare and Medicaid Services (CMS), an
agency of the United States Departmertt of Health and Human Services. CMS currently contracts with several
intermediaries and fiscal agents to process regional claims for reimbursement, Although CMS has established the
regulatory framework for Medicare claims administration, Medicare intermediaries have the authority to develop
independent procedures for administering the claims reimbursement process. The Medicaid program is subject to
regulation by CMS, but is administered by state governments. State governments provide for Medicaid claims
reimbursement either through the establishment of state operated processing centers or through comtractual
arrangements with third-party fiscal agents who operate their own processing cemters. The requitements and
procedures for reimbursement implemented by Medicaid differ from state to state. Similar to the clabms
administration processes of Medicare and Medicaid, many national health insurance companies and selfinsured
employers adjudicate claims through local or regional offices. Consequently, because puidelines for the
reimbursement of claims are generally established by third-party payors at local or regional levels, hospital and other
provider reimbursement managers nmst remain current with the local procedures and requirements of third-party
payors. Generally, we are required to maintain standards of confidentiality that are comparable to those of an agency
administering the Medicare or Medicaid prograim when we use data obtained from such programs.

The Health Insurance Portability and Accountability Act of 1996 requires the Secretary of Health and
Human Services to adopt national standards for certain types of electronic health information transactions and the
data elements used in such transactions and to adopt standards to ensure the integrity and confidentiality of health
information. All covered entittes (providers, payors, and clearinghouses) will be mandated to implement
administrative, physical, and technical safeguards to protect health data covered by HIPAA. The regulations are in
the following stages of finalization and implementation:

Transaction and code set standards. The final regulation governing transaction and code set standards was
published and was expected to become effective on October 16, 2002. However, on December 27, 2001 the
Administrative Simplification Compliance Act {ASCA) was enacted providing for a one-year extension of
the date for complying with the HIPAA standard transactions and code set requirements for any covered
entity that submits to the Secretary of Health and Human Services a plan on how the entity will come into
compliance with the requirements by October 16, 2003. We submitted such a plan to be in full compliance
with the standard transaction and code sct requirements by the October 16, 2003 deadline. As of October
16, 2003, however, a number of praviders, payors and clearinghouses were still not ready to submit and/or




accept certain standard transactions. CMS, as well as a number of fiscal intermediaries and other payors,
anmounced transition time periods during which legacy transaction and code set formate would sull be
accepted, albeit for a limited time only. As of December 31, 2004, a limited pumber of these transition
periods, including the one announced by CMS, are still in effect. In these instances, as applicable, we
continme to test with those trading partners operating under transition plans and expect to be fully compiiant
by the time the transition time periods expire.

Privacy Regulation. The privacy regulation was published as a final regulation and became effective on
April 14, 2001, requiring all covered entities to be fully complant by April 14, 2003. We believe we were
in full compliance with the privacy regulation by the April 14, 2003 deadline and coniinue to be corapliant,

Data Security. The data security regulation was published as a final regulation on Febmary 20, 2003, with
an effective date of April 21, 2003. Full compliance is required by April 21, 2003. We are working
toward being folly compliant by that date and have every expectation of being so.

Any material restriction on the ability of healthcare providers and payors to obtain or disseminate health
information could adversely affect our business, financial condition, and results of operations. With the release of the
final HIPAA Privacy and Security rules, the "protection of individually identifiable healthcare information” becomes
a key component of the way we and other covered entities perform our day-to-day business.

Principal Products And Services
Health Managemeni Systems

Health Management Systems offers a variety of services that help government heslthcare entitlement
programs, most notably state Medicaid agencies, contain costs and recover revenue. To date, these revemue
recoveries total more than $2.6 billion, after having passed the $2.0 billion milestone in October 2003.

Our services derive from the complexity of Medicaid and other healthcare entitlement programs, and the
many rules that govern relationships among them. Established in 1965, Medicaid is administered by individual
states, and is jointly funded by the federal and state governments. Because Medicaid is the “payor of last resort,” the
federal government imposed statutory obligations in the early 1980s requiring states to actively recover payments
made on behalf of beneficiaries who have other forms of third-party bealth insurance.

In 1985, Health Management Systems began offering state Medicaid agencies services to identify third
parties with prior Hability for Medicaid claims. Using proprictary information management techmques, we have
developed methodologies that generally include the follewing steps:

o Identification: We use proprietary software to match Medicaid and other program data files to insurauce
cligibility files obtained by us from third parties such as Medicare, Commercial Insurers, HMOs, Third
Party Administrators, TRICARE, and others. This process identifies potential third-party eligibility.

e Validation: After identification of potential third-party lability, we validate insurance eligibility by
verifying coverage for specific benefits. This process is performed by deploying automated electronic
transactions and call center representatives.

¢ Recovery: When eligibility and coverage are in effect for a specific Medicaid member and related episode
of care, we pursue recovery of the Medicaid payment from the liable third-party. Most often we recover
from third-parties through direct billing of insurers or disatlowance of overpayments to the provider of
gervices. On occasion, we recover payments through negotiated settlements.

¢ Cost Avoidance: Upon verification of covemage or payment of claims by lisble third-parties, we
electronically submit this coverage date to our Medicaid clients. This data is used to avoid paying similar
claims for the Medicaid member on a going forward basis.



These proprictary methodologies are the foundation for our suite of coordination of benafits (COB) services. In
addition, we use a variety of auditing and information management techniques to help clients identify and
recover other imappropriate payments — for example, duplicate payments, payments that are made on behalf of a
deceased beneficiary, or payments that result from fraud and abuse.

Accordis

Accordis offers emergency medical transport providers, hospitals and other healthcare providers Business
Office services and Reimbursemnent services.

Emergency Medical Transpori Provider Services. We offer our clients a combination of techmology, data
processing capacity, and revenue cycle expertise to assist ambulance providers in mmproving cash flow and reducing
the cost to bill and collect. Accordis applies its revenue management expertise to ensure optimal reimbursement for
all types of ambulance service providers—hospital-based and municipal, reducing the significant administrative
burden of billing third parties and patients. We utilize our proprictary AccessLine system to track all liquidation
activity associated with ambulance accounts, and provide clients with real-time access to account information.

Reimbursement Services. Our Reimbursement services ensure that healthcare providers correctly document
services which qualify for special reimbursement through the Medicare Cost Report and other governmental payment
mechanisms,

Coinsurance and deductible balances constitute a significant and growing component of Medicare
reimbursement. The Federal government recognizes that these balances often remain uncollected, and
allows for a cost report adjustment to claim these amounts as bad debt expense; however, the reporting
requirements are very demanding. Our Medicare Bad Debt Teporting service accurately documents
qualifying balances and assists clients in supplying 21l documentation required for governmental audit.

Since 1986, Medicare has allowed hospitals serving a disproportionate share of low-income
patients to claim additiona! Federa! reimbursement to offset the expense of serving this population. Again,
the reporting requirernents are significant, and require an increasing amount of reconciliation between the
hospital's own records and govermment systems. Our Disproportionate Share reporting service assists
hospitals in qualifying for reimbursement under this program, through the Medicare cost report related
filings and professional support during audits.

Business Office Services. Our business office services encompass all or 8 portion of the patient accounting
activities that make up a2 healthcare provider's revenue cycle, Suck revenue cycle activities may include third-party
resource identification and validation, submission of timely and accurate bills to primary and secondary payors,
generation of patient statements, respouse to patient and third-party questions, recovery of payments due, and proper
accounting for payments, contractual allowsnces and write-offs. These services are designed to increase the
provider’s revenue, improve the proportion of provider gross charges ultimately collected, nccelerate cash flow,
lower days in accounts receivable, and reduce administrative costs. A client may outsource one or more aspects of its
patient accounting processes or may outsource the business office in its eatirety. In some. cases, owr services are
used by providers who need assistance in liquidating aged or complex accounts. At the request of a client, we are
also able to provide bad debt collection services through a wholly owned subsidiary.

Customers

Health Management Systems’ clients primarily consist of government healthcare and human services
agencies within state and county governments. We also serve managed care plans that work with these agencies.
Typically, clients award contracts for three to five year terms, and we receive contingency fees calculated as a
percentage of the amounts recovered. We now have contracts with 24 states and 10 managed care plans.




Accordis’ clients are public, voluntary and for-profit acute care hospitals and associated ¢linics, emergency
medical transport agencies and large physician practices. Among Accordis’ clients are the nation'’s three largest
public bealth systems and the two largest emergency medical transport agencies. We engage in both multi-year and
short-termn engagements with our clients and substantially all of the engagements provide for contingent fees
calculated as a percentage of the amounts recovered or collected for the client.

Our largest client is the Los Angeles County Departnent of Health Services in California. This client
accounted for 10%, 12%, and 14% of our total revenue in the fiscal years ended December 31, 2004, 2003 and 2002,
respectively. The loss of this customer would have a material adverse effect on Accordis and HMS Holdings Corp.
We provide Los Angeles County (or designated facilities within Los Angeles County) with, among other services,
secondary third-party resource identification and recovery services, commercial insurance billing services, Medi-Cal
billing and follow-up services, and financial management and consulting services releting to both inpatient and
outpatient accounts. Either party may terminate the agreement with or without cause upon written notice (10 days
notice for Los Angeles County and 30 days notice from us), except that financial management and consuiting
services require 90 days written notice of termination. We provide services to this client pursuant to a centract
awarded in April 2003 for a one-year period with two annual automatic renewals through June 2006. We have been
providing services to this client for more than 20 years.

The clients constituting our ten largest clients change periodically. The concentration of revenue in such
accounis was 59%, 63% and 56%, of our revenue in the fiscal years ended December 31, 2004, 2003 and 2002,
respectively. In many instances, we provide our services pursuant to agreements subject to competitive re-
procurement. All of these agreements expire between 2005 and 2008, We cannot provide any assurance that any of
these agreements will be renewed and, if renewed, that the fee rates will be equal to those currently in effect.

Market Trends/Opportunities
Health Management Systems

Health Management Systems’ business is defined by the nation's expensive and complex system of
government-funded healthcare including entitlement programs such as Medicaid, Medicare, and programs
administered by the Department of Defense and the Public Health Service. In addition, state governments operate
their own programs to address the healthcare needs of their citizens, Several factors drive the financial
characteristios of this market: (1) the hierarchy of programs and payors, (2) the shared finding of programs between
federal and state governments, (3} the government budget and appropriations process, and {4) the steadily rising cost
of healthcare in the country.

" In 2003, government programs accounted for 45%, or $765 billion, of the $1.7 trillion spent on beaithcare
in the United States, according to CMS. Since then, government heaithcare spending, especially for Medicaid, has
only increased. More Americans have enrolled in the Medicaid program, bringing the total number of beneficiaries
to 52 mitlion. Tn calendnr year 2004, Medicaid’s total spending is estimated to have reached $309 billion, making
Medicaid the largest healthcare payor in the country — and the program's total spending is forecast to grow at 8% to
9% annually in coming years.

I 2004, Medicaid spending also grew to become the single largest expenditure by states, larger even than
education. And state Medicaid spending is expected to grow at an average of 11.7% in fiscal year 2005 - the most
significant increase in recent years — according to the Kaiser Commission on Medicaid and the Uninsured. This
dramatic growth is a result, in part, of the expiration of federal emergency relief in 2004. The growth far outstrips
the recent progress states have made in reversing the decline of their tax reverues. No wonder that in fiscal year
2005, every state in the pation plaps to implement new cost containment measures for Medicaid.

In addition, states now are preparing to take on additional costs related to the Medicare Modernization Act,
which was enacted during 2004, While the Act's prescription drug benefit, which goes into effect in 2006,
ultimately will afleviate some of the costs states bave borne, the Act also saddles therm with a host of new
administrative responsibilities. Morcover, states will forego most of their potential savings by making required



“clawback™ paymaents to the federal government. As a result, the Congressional Budget Office estimates, states will
not see significant savings for years to coroe - and will pay a net cost of more than $1 billion in 2006.

As these fiscal pressures and government bealthcare spending have grown, so too has the need for proper
coordination of benefits and overpayment recovery. From the Office of Management and Budget, the Congressional
Management Office and other data, it is estimated that as much as 10% of Medicaid expenditures result from over
payment errors and payments where third-party kability existed.

Aeccordis

A number of factors are forcing healthcare providers to manage their patient accounts more efficiently.
Although the aggregate Medicare and Medicaid funding received by hospitals may be growing, federal and state
healthcare cost contro] initiatives are acting to reduce the propertion of Medicare- and Medicaid-classified hospital
charges that are reimbursed by government sources. The coordination of benefits associated with ongoing changes
to the eligibility for, and coverage available under, governmental, managed care, and commmercial insurance
programs is increasingly complex. The rising underinsured and uninsured populations pose a significant challenge
especially to public hospitais, which comprise a considerable portion of our client base. As providers deliver
increagingly more services in outpatient settings, their accounts receivable portfolios have become skewed toward
high volume, low balance accounts, creating significantly more worlk for the businsss office staff. With the increasing
complexity of the healthcare reimbursement environment and shortages of qualified labor in many areas, it is more
and more difficult for an individual provider institution to maintain in-house the expertise required to operate patient
accounting fimctions. As a result of these pressures, and as well to reduce cost, providers are now engaging outside
help at an earlier stage in the revenue cycle and are seeking help in executing more of the functions of their business
offices. A number have entirely outsourced the management of their patient accounting functions, as they seek to
focus Limited management and financial resources on the delivery of patient care.

We offer providers a cost-effective putsonrcing alternative by virtue of our specialized workforce, through
which we offer business office expertise, aptitude with patient accounting techrology-based tools, extensive
knowledge of federal, state, and local heaith regulations and experience in dealing with government agencies,
commercial insurance companies, and others involved in administering medical assistance or insurance programs.

Competition
Health Management Systems

Health Management Systemns targets federal and state healthcare programs, Medicaid managed care plans,
state prescription drug programs, child support enforcement agencies, and other public programs. We compete
primarily with Public Consulting Group, with large national public accounting firms, and with small regional firms
specializing in one or more of our services. We compete on the basis of vur dominant position in the coordination of
benefits marketplace, our extensive eligibility database, our proprietary systems, historically high recovery rates, and

pricing,
Accordis

Accordis competes with large computer software and systems vendors that provide healthcare business
office outsourcing services (e.g., Siemens, Perot Systerns, ACS, and McKesson), national collections companies
(e.g., NCO Group, Inc.), large consulting and public accounting firms and with the many regional and local
companies that provids accounts receivable management services.

We compete on the basis of our healthcare business office and payor program expertise, proprietary
technotogy and systeros, existing relationships, long-standing reputation in the provider market segment, and pricing,



Business Strategy
Health Management Systems
The Health Management Systems business strategy includes the following initiatives:

Grow Client Base. Health Management Systems plans to add clients by tapping the built-in demand
created by the growth of government-funded healthcare. We expect our new clients to include state
Medicaid programs, Medicaid managed care plans, and other state human service agencies. In addition, we
intend to dedicate resources to pursuing clients within the federally funded healtheare system, such as the
Medicare program and the Department of Defense TRICARE program.

Continue 1o Leverage Technology. In 2004, HMS implemented a variety of technology tools to
strearnline interaction with providers and speed the recovery of third-party costs at near-real-time. Going
forward, we intend to continue using technology in innovative ways to enhance the efficiency of our efforts
and improve service to clients,

Expand Our Portfolio of Services. In response to client demand, HMS plans to draw on its core
competencies to expand its range of services and revenue recovery techniques. For example, we are
exploring mew approaches to pharmacy cost containtnent, as well as identification and recovery of costs
related to fraud, shuse, and waste.

Expand Client Engagements. As we identify new types of opportunities for government healthcare
agencies to contain costs, we expect to grow the scope of our engagements with clients. In some cases, this
expansion will be incremental, “accomplished through value-added services that build upon our ongoing
work with cliente. In other cases, we expect these engagements to migrate into full outsourcing
relationships, as clients recognize the increasig need for external resources. This is the model that our
work has followed in the state of Florida, where we have served as the COB outsourcer since November

2001 — and successfully renewed our contract in 2004,

Accordis

The Accordis business zirstegy is to offer hospitals, smergency medical transport services aud other
healthcare providers a comprehensive solution for their business office requirements. These Business Office services
have been designed 10 capitalize on our extensive knowledge of federal, state, and local healthcare regulations and
the healthcare business office, our experience in dealing with third-party payors, our information processing
capabilities, and our specialized workforce. We distinguish our services from those offered by other vendors through
our capacity to craft custom solutions, the business office and third-party claiming environment expertise of our staff,
our proprietary technology and our substantial installed referemce base. Additionally, our proprietary on-line
information processing network, AccessLine, enables us to consolidate account information for each patient, validate
sccount data obtained from clients throngh electronic links to external databases, generate claims to third parties, and
organize account information in a format that facilitates cost-effective processing and recovery activities. AccessLine
terminals placed onsite provide the client with instant access to individual account status.



Employees

As of December 31, 2004, we had 516 employses. No employees are covered by a collective bargaining
agreement or are represented by a labor union. We believe our relations with our employees are good.

Financial ¥nformation About Industry Segments

Specific financial information with respect to our industry segments is provided in Note 14, Segments and
Geographica] Information, of the Notes to Consolidated Financial Statements.

Available Information

We maintzin a website that contains various information abeut us and our services. It is accessible at
www.hmsholdings com. Through our website, shareholders and the general public may access free of charge (other
than any conmection charges from Internet service providers) filings we make with the Securities and Exchange
Commission as soon as practicable after filing. Filing accessibility in this manner inclndes the Annual Report on
Form 10-K, Quarterly Reports on Form 10-Q, current reports on Form 8-K and Proxy Statements.

Hem 2. Properties

Our New York City corporate headquarters consists of approximately 81,000 square fest, In addition, as of
December 31, 2004, we lease approximately 146,000 square feet of office space in 17 locations throughout the
United States. See Note 13(a) of the Notes to Consolidated Financial Statements for additional information about

our leagse commitments.

Item 3. Legal Proceedings

In April 2004, we reached an agreement with the United States Attorney’s Office for the Southern District
of New York to settle certain matters raised in the course of the United States Attorney’s investipation of medical
reimbursemnent clairs submitted to Medicaid and other federal healtheare programs on behalf of & significant client
of Accordis. In August 2004, we entered into a Stipulation and Order of Settlement and Dismissal Agreement and
paid the United States government $1.35 million to settle this matter. At the same time, the qui fam lawsuit against us
that was the basis of the government’s investigation was dismissed. As part of the settlement agreement, we entered
into a Compliance Agreement with the Office of the Inspector General for the Department of Health and Huaman
Services. The Compliance Agreement covers a three-year period and principally requires us to contimae our existing
compliance program and to make armual filings certifying compliance.

The investigation focused on claims submitted since 1982. The issues raised by the government primarily
concemed the appropriateness of completing healthcare reimbursement claims with general diagnosis faformation
when specific diagnosis information was not available.

We recorded a charge of $1.7 million in the quarter ended March 31, 2004 to reflect the settlement and
refated legal and other expenses. During the quarter ended September 30, 2004, all amounts due under the
settlement agresment were paid.

Other legal proceedings to which we are a party, in the opinion of our management, are not expected to
have a material adverse effect on our financial position, results of operations, or liquidity.
Item 4. Submission of Matters to 2 Vote of Secyrity Holders

Not applicable.
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PART IV

Item 5. Market for Registrant’s Commou Equity, Related Stockhoider Matters and Issuer Purchases of
Equity Securities

Qur common stock is included in the Nasdaq National Market (symbol: HMSY). As of the close of business
on March 25, 2005, there were approximately 6,000 holders of our common stock, including the individual
participants in security position listings. We have not paid any cash dividends on our comumon stock and do not
antticipate paying cash dividends in the foreseeable future. Our ciyTent intention is to retain eamnings to support the
future growth of our business.

The table helow summarizes the high and low sales prices per share for our common stock for the periods
indicated, as reported on the Nasdaq National Market.

HIGH LOw

Year ended December 31, 2004;
Quarter ended December 31, 2004 $£3.00 $6.01
Quarter ended September 30, 2004 6.78 5.19
Quarter ended June 30, 2004 6,98 5.26
Cuarter ended March 31, 2004 748 3.88

Year ended December 31, 2003:
Quarter ended December 31, 2003 $4.60 $2.73
Quarter ended September 30, 2003 4.02 2.57
Quarter ended June 30, 2003 3n 203
Quarter ended March 31, 2003 : 3.80 2.00

Equity Compensation Plan Information

The following table summarizes the total number of outstanding options and shares available for other
future issuances of options under all of our equity compensation plans as of December 31, 2004,
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Number of securities remaining
Number of securities 1o Weighted-average  available for future issuance

be isswed upon exercise exercise price of under eguity compensation
of outstanding warrants, outstanding warrants,  plans (eccluding securities
eptions and rights aptions and rights reflected in column (a)
Plan Category {u) (b} {c)
Equity Compensation Plans
approved by Shareholders (1) 3,831,009 $3.32 1,061,566 (2)
Equity Compensation Plans not
approved by Shareholders (3) 1,450,000 $1.25 -
Total 5,281 009 $2.75 1,061,566

(1} This includes options 1o purchase shares ontstanding: (i) under the 1999 Long-Term Icentive Plan, (ii) the 1995 Non-Employee Director
Stock Option Plan, and (jii} 250,000 options approved by sharcholders and granted to a director in June 2002.
(2) Of these shares: (i) 988,066 shares romain available for futare issuance under our 199% Long-Term Incentive Plan, and (i) 73,500 shares

remain svailable for issuance under the 1995 Non-Employee Dirertor Stock Option Plar.

(3) Options issued under plans not epproved by the sharcholders include (1) 750,000 options granted in January 2001 to our Chairman and
Chief Executive Officer in connection with his joining us, and (ii} 700,000 options granted in March 2001 to our President and Chicl
Operating Officer in connection with his joining us.

Issuer Purchases of Equity Securities

On May 28, 1997, the Board of Directors authorized the Company to repurchase such number of shares of
our conmmon stock that have an aggregate purchase price not to exceed $10 million. During the year ended December

31, 2003, we repurchased 35,800 shares for $104,000. While we did not repurchase any of our common stock during

the year ended December 31, 2004, we continue to evaluate repurchases under this program. At Decemuber 31, 2004,
$0.7 million remains authorized for repurchages under the program.
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Item 6. Selected Financial Data

SELECTED CONSOLIDATED FINANCIAL DATA, (see Notes)
(In Thousands, Except Per Share Data)

Staterneat of Operations Datz:
Revenue:

Accordis

Health Managernent Systems

Cost of services
Operating income (loss)

(ain on sale of assets
Net mievest and net other mocme

Tncome (loss) from continuing operations

before income taxes and canulative
effect of change in accounting principle
Income tx sxpenss (beneft)

Income (Joss) from contining operations

befire cunmlative effect of change in

accounting principle
Discoutimuxl opecations:

Tncome (loss) froen discontinued operations, pet

Tistimated gain (Joss) on disposal of
discontinmed operations, net

Gain ont sale of discontimed opemtions, net

Discontimied operations
Cummilative effest of ¢hange in acoxmting
prineiple, net of tax benefit

Net income (oss)

Per Coranor: Share Data:

Ragic income (loss) per share:
From discontimsd .
From change in accounting principle
Total

Weighted average cormuon shares, basic

Ditutert income (Joss) per share:
Frotn change i acoounting principle
Tomt

Weighted average comenon
shares, diluted

Fiscal Year Two Months
ended ended
Years ended December 31, Qctober 31, Decernber3l,
2004 20683 2002 2081 2000 2000
5 41,217 §$ 37265 $ 3633 $ 3138 § 42,562 £ 5474
43,976 37,086 32,283 21419 22281 3,733
85,193 74,361 68,614 58,748 64,845 4,207
77,690 72481 71,656 76,818 76,520 10,395
7.503 1,880 (3,042) {18,070) {11,671) (1,688)
. . - 1,605 - .
in 256 517 657 1,024 138
7.826 2,136 {2.525) {15,798) (10,647) {1,550)
11$ - - - @5 {642)
7,11 2,136 2,525) (15,798) {6,117 {908)
S 22 - (5,053) 2,656 a5
- - 3,460 (200) . .
- - - 1,587 - -
- 212 3,460 (3.668) 2,656 (43}
= - - = (21!%5} -
s 171 § 2348 H 935 $ {19,464! 5 5@,426; 5943!
$ 040 5 .12 $ QO $ (0.&B) 5 (035 s 005
- 0.0 0.19 (021} 0.15 -
- . - - (1.26} -
$ (.40 s (.13 § 0.05 5§ 0% 5 (49 b ©.05)
15,074 18,330 13,199 17,857 17,467 17,252
$ 0.35 5 011 s (0.14) $ (D88 303 3 (005)
- X3! 0.ie {0.21) 015 -
- - - - {1.26) -
5 0.35 3 .12 3 0.08 {1.09) {1.46) 3 {005}
22,275 20,132 18,199 17,857 17,467 17,252




SELECTED CONSOLIDATED FINANCIAL DATA, continued

December 31,  December 31,  December 31, December 31, December 31,

2004 2003 2002 2001 2000
Balance Sheet Data:
Cash and shorl-term investments ~ $ 31,696 % 26,715 § 25282 $ 25042 § 13,574
Working capital ’ 44,147 36,197 28,625 26,238 29,055
Total assets 76,663 63,123 61,666 60,394 75,637
Sharcholders' equity 60,398 50,607 47,768 45,781 64,673

Nates to Selected Consolidated Financial Data

We adopted Staff’ Accounting Bulletin No. 101, Revenue Recognition in Financial Statements (SAB 101) for
our fiscal year ended October 31, 2000, implementing a change in accounting in regard to revenue generated
from clients seeking reimbursement from third-party payors where our fees are contingent upon the client's
collections from third parties. As of November 1, 1999, we recognized revenue pertaining to such clients once
the third-party payor remitied payment to our client. This policy change reduced revenue by $3.0 million and
increased net loss by $0.5 million for fiscal year 2000, excluding the cumulative effect of the change. The $22.0
million cumuiative effect reflects $41.7 million of unbilled receivables partially offset by $1.5 million of related
direct costs and $18.2 million of mcome tax benefit,

As of October 31, 1999, we had usbilled accounts receivable of $41.7 million related to our prior revenue
recogmtion policy that had not been invoiced to clients because we were contractually obligated fo invoice the
client only after they received payment from the responsible third party payors. Of this amount, we
subsequently recognized the following amounts in revenue and operating results:

Period Revenye
(in thousands)
Fiscal 2000 $19,346
Two months ended Dec. 31, 2000 492
Fiscal 2001 4,053
Fiscal 2002 1,062
Fiscal 2003 645
Fiscal 2004 640
26,23
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We were unable to subsequently recognize as revenue $15.4 million of the $41.7 mitlion in accounts receivable
that were included in the cumulative effect adjustment as of November 1, 1999. The uncollectible amounts are
primarily ataibutable to projects for state agencies that were undertaken to recoup paymenis from parties with
prior liability for Medicaid claims. In the case of several of these projects, the state ageucies, after the
completion of the projects on our part {and afier the recognition of revenue based on our estimate of the clients’
ultimate financial recovery), made various decisions that significantly reduced the prospects for such recovery.
These decisions included narrowing the scope of the completed project, implementing additional requirements
prior to seeking reimbursement and, for public policy reasons in some cases, foregoing recovery of amounts
otherwise reimbursable to the state agencies. The agencies took these actions over time, and it was not until the
end of fiscal 2001 that it became evident that the entire $15.4 million of accounts receivable would not be

realized,

As 2 result of the implementation of SAB 101, we were required to report in subsequent periods the amount of
revenue {if material to income before income taxes) recognized in those periods that was included in the
cumulative effect adjustment, Our footnote disclosure in our previously issued financial statements subsequent
to the change in revenue recognition policies did not properly distinguish between amounts that were ultimately
billed as revenue and amounts that were determined not to be collectable and accordingly not inchuded in
revenues. We believe that this mistake had no effect on reported sarnings or cash flows on the interim or annual
periods subsequent to the adoption of SAB 101.

s Discontinued Operations. In fiscal year 2001, we sold Health Care microsystems, Inc. which operated as our
Decision Support Group (DSG), and implemented a formal plan to close the Payor Systems Group (PSG)
through an orderly wind-down of its operations. As these two businesses were previously presented as separate
reportable segments and represented separate classes of customers and major businesses, the operating results
are presented as discontinued operations for all periods presented. See Note 12 of the Notes to Consolidated

Financial Statements.

Ttem 7. Management’s Discussion and Analysis of Financial Conditien and Results of Operations

Critical Accounting Policies

Revenue Recognition, We principally recognize revenue for our service offerings when third party payors
remit payment to our custorers. This policy is in effect because our fees are principaily contingent upon our
customers’ collections from third parties. Due to this revenue recognition policy, our operating resuits may vary
significantly from quarter to quarter because of the timing of such collections by our customers and the fact that a
significant portion of our operating expenses are fixed.

Accounting for Income Taxes. We have incuzred net operating losses for tax purposes during the five years

prior to the year ended December 31, 2003 and werc marginally profitable in the year ended December 31, 2003.

After utilizing net operating loss carry-forwards to offset taxable income in 2004, we have curnulative federa! net

operating loss carry-forwards of $19.1 million as of December 31, 2004. In addition to other iteins expensed for

financial reporting purposes that were uot currently deductible for tax purposes, these net operating loss

orwards result in gross deferred tax assets. We must assess the tiketihood that the gross deferred tax assets, net

of any deferred tax liabilities, will be recovered from future taxable income aud o the extent we believe the recovery
is not likely, we have established a valustion allowance.

Significant management judgment is required in determining this valuation allowance. We have recorded a
valuation allowance of $5.6 million as of December 31, 2004, due to uncertainties related to our ability to utilize
some of our net deferred tax assets, primarily consisting of certain net operating loss carry-forwards before they
expire, The decrease in the valuation allowance from $8.6 million in the prior year is principally attributable to the
utilization in the current year of net operating loss carryforwards to offset current year taxable income. The valuation
allowance is based on our estimate of taxable income and the period over which the net deferred tax asscts will be
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recoverable. In the event that these estimates differ or we adjust these estimates in future periods we may need to
establish an additional valuation allowance which could materially impact our financial position and results of

operations.

Conversely, if we are profitable in the future at levels which cause management to conchide that it is more
likely than not that we will realize all or a portion of the net deferred tax assets, for which a valuation is currently
provided, we would record the estimated net realizable value of the net deferred fax assat at that Hme and would then
provide income taxes at a rate equal 1o our combined federal and state effective rate of approximately 43%,

The net deferred tax asset as of December 31, 2004 was $8.9 million, which is net of a valuation allowance
of $5.6 million.

Valuation of long lived and intangible assets and goodwill. Goodwill, representing the excess of acquisition
costs over the fair value of net assets of acquired businesses, is not amortized but is reviewed for mmpairment at least
annually and written down only in the periods in which it is determined that the recorded value is greater than the fair
value. For the purposes of perforiming this impairment test, our business segments are our reporting units. The fair
values of those reparting units, to which goodwill has been assigned, is compared with their recorded values. If
recorded values are less than the fuir values, no impairment is indicated. Since adoption, no impaimment losses have

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that
the carrying value may not be recoverable, Factors we consider mportant which could trigger an impairment review
include the following:

Significant underperformance relative to expected historical or projected future operating results;
Significant changes in the mannér of our use of the acquired assets or the strategy for our overall business;
Significant negative industry or economic trends;

Significant decline in our stock price for 2 sustained period; and

Our market capitalization relative to net book value.

&« » 2 8

We determine the recoverability of the carrying value of our long-lived assets based on 2 projection of the
estimated wadiscounted future net cash flows expected to result from the use of the asset, When we determine that
the carrying value of long-lived assets may not be recoverable, we measure any impairment by comparing the
carmying amount of the asset with the fair value of the asset. For identifiable intangibles, we determine fair vale
based on 2 projected discounted cash flow method usisg a discount rate reflective of ow vust of funds,

Estimating valuation allowances and accrued liabilities, such as bad debts, and restructuring charges. The
preparation of fivancial statements requires our management to make estimates and agsumptions that affect the
reported amount of assets and lisbilities and disclosure of contingent asseis and liabilities at the date of the financial
stateroents and the reported amounts of revenues and expenses during the reported petiod. In particular,
management must paake estimates of the uncollectability of our accounts receivable, Management specifically
analyzes accounts receivable and analyzes historical bad debts, Fustomer concentrations, customer credit-worthiness,
current economic trends and changes in our customer payment terms when evaluating the adequacy of the allowance
for doubtful accounts. The acconnts receivable balance was $24.0 million, net of allowance for doubtful accounts of
$0.9 million as of December 31, 2004.

Muanagement bas reviewed its estimates related to restructuring activities at December 31, 2004 and
believes that the estimated liability is based on a reasonable assessment of the probable costs to be incurred. As
additional information becomes available, we may revise the estimates. Such revisions in estimates of the potential
restructuring liabilities could materially impact the results of operation and financial position.

Discontinued Operations. The accompanying financial statements are prepared using discontinued

operations accounting for our discontinued DSG and PSG businesses. Under discontinmed operations accounting,
amounts are accrued for estimates of our expected liabilities related to discontinued operations through their eventual
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discharge. In July 2001, we determined to proceed with an orderly closure of PSG by accelerating a wind-down of
its remuzining operations. The DSG business was sold in December 2001, At December 31, 2004, there were no
remaining lizbilities of the discontinued operations. Any adjustments related to costs to be incurred during the close
down or losses from operations have been reflected in 2003 and 2002 as discontinued operations. In the event that
any liabilities shounld arise from these discontinued operations, there could be 2 material impact on our financial
position and results of operations.

New Accounting Pronouncement. On December 16, 2004, the Financial Accounting Standards Board
(FASB) issued SFAS No. 123 (revised 2004), “Share-Based Payment” (SFAS No. 123R), which is & revision of
SFAS No. 123, “Accounting for Stock-Based Compensation.” $SFAS No. 123R supercedes APB Opinion No. 25,
“Acceunting for Stock Issued to Employees”, and amends SFAS No. 95, “Statement of Cash Flows”. Generally, the
approach in SFAS No. 123R is similar to the approach described in SFAS 123. However, SFAS No. 123R requires
all share-based payments to employees, including grants of employee stock opticns, to be recognized in the incoms
statement based on their fair values. Pro forma disclosure is no longer an alternative. SFAS No. 123R must be
adopted no later than the first interim or annual period beginning after June 13, 2005.

As permitted by SFAS No. 123, we currently accouni for share-based payments to employees using APB
Opinion No. 25%s intringic value method and, as such, generally recognize no compensation cost for employee stock
options. Accordingly, the adoption of SFAS No. 123R’s fair value method will have a significant impact on our
results of operations. The impact of the adoption of SFAS Ne. 123R canmot be determined at this time because it
will depend upor levels of share-based payments granted in the futare. However, had we adopted SFAS 123R in
prior periods, the fmpact of that standard would have approximated the impact as described in the disclosure of pro
forma net (loss) income and net (loss) income per share pursuant to SFAS No. 123 in Note t of Notes to
Consolidated Financial Statements.

The above listing is not intended to be a comprehensive list of all of our accounting policies. In many cases,
the accounting treatment of a particular transaction is specifically dictated by accounting principles generally
accepted in the United States of America, with no need for management’s judgment in their application. There are
also areas in which the audited consolidated financial statements and notes thereto included in this Form 10-K
contain accounting policies and other disclosures required by accounting principles generally accepted in the United
States of America, '

QOverview

In general, our business is driven by the consistently rising costs of healthcare in the United States. The
nation’s healthcare costs are expected to total $1.9 trillion in 2005, representing an increase of nearly 50% since
2000, These costs seriously affect both healthcare payors and healthcare providers, creating demand for the services
we offer through our two distinet operating subsidiaries, Health Management Systems and Accordis,

Cur work also is highly customized to the peeds of each client, and to the specifications of individual
projects. Each client engagement is unique, and requires significant up-front investment, sometimes well before the
engagement generates revenue. '

Ultimately, each project results in revenues and costs that st be carefully controlled  'We accomplish this
by striving to minimize the lead-time between project start-up and revenue generation, and by adapting common core
processes to the particular needs of our clients as efficiently as possible. We also establish very specific operational
metrics and profitability targets at the project level, which in turn roll up to create measurable financial objectives at

the business-unit level.

The following discussion goes into further depth regarding the macroeconomic considerations that drive our
revenues, The discussion of expenses then focuses on some of the factors that historically have determined the

relationship between our revenues and costs.
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Revenue Considerations

Revepue from our Health Management Systeras business, most of which is derived from contingent fees,
has grown in tandem with the rse in expenditures for entitlement programs such as Medicaid. Medicaid costs have
grown by an average of approximately 10% annually over the past several years, and similar growth is expected for
years to come. In addition, state governments have increasingly engaged vendors to provide coordination of benefits
and cost containment services, However, there is no certainty that Health Managensent Systems will be successfil in
obtaining these contracts. In addition, it is wnclear what impact the increased scrutiny of entitlement programs and
the ongoing debate about healthcare reform may have on Health Management Systems’ revenues.

In the provider arepa, hospitals face a steady increase in the cost of providing medical care even as
reimbursement from governmental and other entitlement programs is under continuous scrutiny. Given this financial
pressure, we expect that hospitals will continue to delegate various business office functions to Accordis as a way of
optimizing reimbursements and reducing costs for non-core activities. These activities include Medicare Bad Debt
recovery, Disproportionate Share Claiming, and accounts receivable management, for which Accordis has developed
technology-based solutions. As we have seen in the past year, emergency medical transport providers are also
increasingly outsourcing their billing and collections to specialists m order fo improve cash flow and reduce
administrative costs. We expect this trend to continue. As always, however, there are no assurances that Accordis
will be able to secure contracts for its services.

Finally, it should be noted that the nature of our business sometimes leads to significant varistions in
revenue flow. For example, since we receive contingency fees for nearly all our services, we recognize revenue only
after our clients have received payment from a third party. In addition, much of our work occurs on an annual or
project-specific basis, and does not necessarily recur monthly or quarterly, as our operating expenses do. See a more
detailed discussion in the Risk Factors section, below,

Operating Expenses

As a service company, 50% to 55% of our operating expenses are compensation. 'We adjust our employee
headcount based on known business needs and expectations about the near-term fituge, Based on recent operating
results, we realize that compensation expense does tend to grow with increases.in révenue — although not on a
proportional basis, since many employee functions do not require additicnal staff as revenue increases.

Qur revenue growth over the past several years has not resulted in significant changes in occupancy aad
data processing expenses. These expenses are largely infrastructure costs, which typically would be affected only by
extraordinary growth or decling in the business, or a dramatic change in our operational delivery model,

Direct project expenses are incurred based on the requirements of cach client engagement. On average,
these expenses have amounted to approximately 17% to 18% of revenues anmually.

Other operating expenses reflect the customary costs of doing business, such as insurance, legal fees,
accounting and tax fees, and costs associated with the requirements of being a publicly raded company. Significant
components of this expense category are costs of necessary external professional services, travel and entertainment,
employee recruiting, training, and office materials.
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Years Ended December 31, 2004 and 2003
Continuing Operations:

The following table scts forth, for the periods indicated, certain items in our Consolidated Statements of
Operations expressed as a percentage of revenue:

Years ended
December 31,
2004 2003

Revenue 100.0% 100.0%
Cost of services:

Compensation 51.0% 52.6%

Data processing 5.7% 6.3%

Ocoupancy 6.5% 7.5%

Drirect project costs 16.4% 17.4%

Other operating costs 9.5% 10.3%

Restruchuring costs - 0.5%

US Attomney investigation costs 2.1% 2.9%
Total cost of services 91.2% 97.5%
Operating income 8.8% 2.5%
Met interest income 0.4% 0.4%
Income from continuing operations before income taxes 9.2% 2.9%
Income taxes ‘ -0,1% -
Income from continuing operations 9.1% 2.9%
Income from discontinued operations - 0.3%
Net income 9,1% 3.2%

Operating Results

Aside from the discussion above regarding revenue fluctuations due to our revenue recognition policy and
the project nature of some of our revenues, our operating expenses can increase based on discrete spending activities
such as the Jegal fees and settlement charges we incurred in 2004 and 2003 related to the investigation by the United
States Attorney’s Office and in 2004, the costs associated with Sarbanes-Oxley compliance.

Revenue for the year ended December 31, 2004 was $85.2 million, an increase of $10.8 million or 14.6%
compared to revenue of $74.4 million in the prior fiscal year ended December 31, 2003,

Health Management Systems, which provides third party liability identification and recovery services to
state Medicaid agencies, generated revenue of $44.0 million in 2004, a $6.9 million or 18.5% increase over the prior
year revenue of $37.1 million. This increase primarily reflected $1.0 miliion of revenue during the current year from
two new state and one managed health plan clients and $0.4 million related to the expansion of services for two
existing clients. In addition, revenue increased by $5.5 million across the commparable client base reflecting specific
not-recurting revenue opportunities with certain clients based on their particular needs, differences i the timing of
when client projects were completed in the current year compared with the prior year, and changes in the volume,
yields and scope of client projects. Nop-recurring revemue opportunitics are generally situations where we have an
oppottunity to earn additional revenue from a client which we do not expect will recur in the current year or which
did not exist in the prior year. There were po client terminations during 2004,

Accordis, which provides outsourced business office services for hospitals, generated revenue of $41.2
million in 2004, a $3.9 million or 10.6% increase from the prior year revemue of $37.3 million. This increase
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primarily consisted of $3.6 million of revenue from seven new customers since the prior year period and a $0.8
million increase with thres custorners resulting from expansions in the scope of services provided. In addition,
revenue increased by $2.2 million across the comparable client base reflecting specific non-recurring revenue
opportunities with certain clients based on their particular needs, differences in the timing of when client projects
were completed in the current year compared with the prior year, and changes in the volume, yields and scope of
client projects. These increases were partially offset by & decrease in revenue of $2.7 million associated with five
terminated or inactive customer relationships.

Effective November 29, 2004, owr contract with George Washington University Hospital (GW) was
terminated in connection with a decision by GW’s parent to consolidate billing and collection activities in
centralized billing offices. This contract originally kad been scheduled to end June 30, 2005. As a result of this
early termination, the Company and GW elected to accelerate the wind-down of services. Accordingly, by
December 31, 2004, all services to GW were completed and we closed our Columbia, Maryland office. In 2004,
revenue and operating margin from the GW contract were $5.8 million and $2.0 million respectively.

Operating expenses as a percentage of revenue were 91.2% in the current year compared to 97.5% in the
prior year and for 2004 were $77.7 million, an increase of $5.2 million, or 7.2%, compared fo prior year operating
expenses of $72.5 million. The increased operating expenses in 2004 were principally due to the increases in
revenue in both of the operating businesses. )

Compensation expense as a pexcentage of revenue was 51.0% in the current year compared to 52.6% in the
prior year and for 2004 was $43.4 million, an increase of $4.3 million, or 10.9% from the prior year period expense
of $39.1 million. This dollar increase resulted from higher headcount, general increases in compensation rates and
the cost of employer benefits. At December 31, 2004, we had 516 employees, compared to 493 employees at
December 31, 2003,

&

Data processing expense as a percentage of revenue was 5.7% in the current fiscal year compared to 6.3%
in the prior fiscal year and for 2004 was $4.9 million, an increase of $0.2 million or 4.3% compared to the prior year
expense of $4.7 million. The current year increase is primarily due to increased software costs.

Occupency expense as a percentage of revenue was 6.5% in the current year compared to 7.5% in the prior
year and for 2004 was §5.5 million, & decrease of $0.1 million or 1.6% from the prior year expense of $5.6 million,
This net decrease reflects the full impact of subletting one floor at our New Yeork City headquarters- and reducing
office gpace in our Springfield, Illinois office partially offset by nominal increases in rent and other occupancy

CXPENSEs,

Drirect project expense as a percentage of revenue was 16.4% in the current year compared to 17.4% in the
prior year and for 2004 was $14.0 million, an increase of $1,1 million or 8.2% from the prior. fiscal year expense of
$12.9 million. This increase reflects a $2.3 million increase in expense related to Health Management Systems
partially offset by a $1.2 million decrease in expense related to Accordis. The Health Management Systems increase
resulted from greater participation of subcontractors related to revenne composition and “growth. The Accordis
decrease was principally due to the reversal of $1.7 million in bad debt expense due to the March 2005 settlement of
two accounts receivable from the District, of Columbia which had been fully reserved previously, a net $1.0 million
reduction in subcontractor fees based on the particular mix of client engagements, aud partially offsetting increases
I temporary agency and subcontractor expenses of $1.5 million associated with new business.

Other operating expenses as a percentage of revenue were 9.5% in the current year compared to 10.3% in
the prior year and for 2004 were $8.1 million, an increase of $0.5 million or 6.7% compared to the prior year
expense of $7.6 niillion. This net increase resulted from $0.8 million in expenses primarily for professional fees
associated with Sarbanes-Oxley compliance partially offset by reductions of general corporate legal fees.

There were no restructuring costs in the current year, compared to $0.4 miflion in the prior year, reflecting
an additional charge associated with higher than estimated real estate taxes on sublet office space.
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Costs resulting from the United States Attorney’s investigation as a percentage of revenue were 2.1% in the
current year compared to 2.9% in the prior year and for 2004 were $1.8 million, a decrease of $0.4 million or 18.6%
from the pnor year expense of $2.7 million. This matter was settled in April 2004. See Part i, Item 3. Legal

Proceedings.

Operating income for the year ended December 31, 2004 was £7.5 million compared to $1.9 million for the
prior year. The Accordis operating loss was $2.1 million for the year ended December 31, 2004 compared to an
operating loss of $4.6 million in the prior year. Health Management Systems had an operating profit of $9.6 million
for the year ended December 31, 2004 compared to an operating profit of $6.5 million in the prior year, The
decrease in the Accordis operating loss largely reflects the increase in revenue partially offset by increased
compensation and direct costs expense as discussed above. The increase in Health Management Systems operating
profitability largely reflects the increase in revenue partially offset by increased direct costs and compensation

expense as discussed above.

[n 2004, we recognized income tax expense of $115,000, principally an alternative mininmm tax liability
resulting from our utilization of existing net operating loss carryforwards to offset current taxable income, In 2003,
we did not recognize any income tax expense or benefit against our net losses. We have meurred significant taxable
losses in prior years. Most of cur deferred income tax assets ae in the form of net operating loss carry-forwards. A
recoverability analysis was performed based on our recent taxable loss history and projections of future taxable

operating results.

Net interest ncome of $323,000 in fiscal year 2004 compared with $256,000 in the prior year refiects an
increase in mwarket interest rates.

Income from continuing operations was $7.7 million in the current year compared with §2.1 million in the
prior year. The $5.6 million increase in income largely reflects the increase in revenue partialiy offset by increases in
‘operating expenses as discussed above.
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Yeazrs Ended December 31, 2003 and 2002

Continuing Operations:

The following table sets forth, for the periods indicated, certain items in our Consolidated Staterments of
Operations expressed as a percentage of reveme:

2003 2002
Revenue 100.0% 160.0%
Cost of services:
Compensation 52.6% 55.1%
Data processing 6.3% 8.7%
Occupancy 1.5% 8.5%
Direct project costs 17.4% 16.8%
Other operating costs 10.3% 14.0%
Restruchiring costs 0.5% O 13%
US Attorney investigation costs 2.9% -
Total cost of services , 97.5% 104.4%
Operating income (loss) 5% {4.4Y%
Net interest incorne 0.4% 0.8%
Income {loss) from contimuing operations before income taxes 29% (3.6)%
Income taxes - -
Income (loss) from continuing operations 2.9% {(3.6)%
Income from discontinued operations 0.3% 3.0%
Net income ) 3.2% 1.4%

Revenue for the year ended December 31, 2003 was $74.4 million, an increase of $5.7 million or 8.4%
compared to revenue of $68.6 million in the prior fiscal year ended December 31, 2002.

Health Management Systems, which provides third party liability identification and recovery services to
state Medicatd agencies, generated reverme of $37.1 million in 2003, a $4.8 million or 14.9% increase over the prior
year revenue of $32.3 million. This increase primarily reflected $0.5 million of revenue during the current year from
two new state clients and $1.6 million related to the expansion of services for an existing client. In addition, revenue
increased by $3.8 million across the comparable client base reflecting specific non-recurring revenue opportunities
with certain clients based on their particular needs, differences in the timing of when client projects were completed
in the current year compared with the prior year, and changes in the volume, yiclds and scope of client projects.
Non-recwring revenue opportunities are generally situations where we have an opportunity to earn additional
revenue from & client which we do not expect will recur in the current year or which did not exist in the prior year.
These increases were partiaily offset by a $1.1 million decrease in revenne resuiting from the termination of two

clent relationships in the prior year.

Accordis, which provides outsourced business office services for hospitals, generated revenne of $373
million in 2003, a $0.9 million or 2.6% increase from the prior year revenne of $36.3 million. This increase
primarily consisted of $4.0 million of revenue from four new customers since the prior year period and a $2.0
million increase with four custorners resulting from an expansion in the scope of services provided. These increases
were partially offset by a decrease in revenue of $2.8 million across the comparable client base reflecting specific
non-recurring revenue opportunities with certain clients based on their particular needs, differences in the timing of
when client projects were completed in the current year compared with the prior vear, and changes in the volume,
yields and scope of client projects. There was also a reduction in revenue of $2.3 million associated with 12
terminated or inactive customer relationships. These decreases in revenue across the comparable client base and the
decrease associated with terminated or inactive client relationships include an estimated permanent revenue loss in
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the second quarter of $1.2 million attributable to processing delays and other impacts of the redirection of
operational resources to regulatory matters. See Part I-Item 3. Legal Proceedings.

Operating expenses as 2 percentage of revenue were 97.5% in 2003 compared to 104.4% in the prior year
and for 2003 were $72.5 million, an increase of $0.8 million, or 1.2%, compared to prior year operating expenses of
$71.7 million. The increased operating expenses in 2003 were principally due to the increases in revenne in both of
the operating businesses. As discussed below in more detail, legal fees associated with our response to the subpoena
from the United States Attorney’s Office were substantially offset by several non-recurring charges in 2002.

Compensation expense as a percentage of revenue was 52.6% in 2003 compared to 55.1% in the prior year
and for 2003 was $39.1 million, an increase of $1.3 million, or 3.5% from the prior year period expense of $37.8
million. This dollar increase resulted from gemeral increases in compensation rates and the cost of employee
benefits. At December 31, 2003, we had 493 employees, compared to 506 employees at December 31, 2002. The
current year headcount and related compensation expense refiects a shift 1o service center employees for the
prevision of business outsourcing services from higher paid information technology employees.

Data processing expense as a percentage of revenue was 6.3% in 2003 compared to 8.7% in the prior fiscal
year and for 2003 was §4.7 million, a decrease of $1.1 million or 21.3% compared to the prior year expense of $6,0
million. The prior year costs included $1.3 million associated with service development and systemn enhancement
and reconfiguration activities that were terminated in the second quarter of 2002, including a charge of $0.6 milkion
for the disposal and impairment of hardware and software items.

Occupancy expense as a percentage of revenue was 7.5% in 2003 compared to 8.5% in the prior year and
for 2003 was $5.6 million, a decrease of $0.3 mithion or 4.4% from the prior year expense of $5.9 million. This net
decrease reflects subletting one floor at our New York City headquarters, partially offset by nominal increases in rent
and other occupancy expenses.

Direct project expense as a percentage of revenue was 17.4% in 2003 compamd to 16.8% in the prior year
and for 2003 was $12.9 million, an increase of $1.4 million or 12.4% from the prior fiscal year expense of $11.5
million. This increase reflects a $0.9 million increase in expense related to Accordis, and a $0.5 million increase in
expense telated to Health Management Systems. The Accordis increase was principally. due to increased
subcontractor expenses of §1.2 million and $0.4 million of increased mailing costs parhally offset by a $0.5 million
reduction in professional fees based on the particular mix of client engagements. The increase related to Health
Management Systems is consistent with a 14.9% increase in revenics.

Other operating expenses as a percentage of revenue were 10.3% in the current year compared to 14.0% in
the prior year and for 2003 were $7.6 million, a decrease of $2.0 million or 20.9% compared to the prior year
expense of $9.6 million. This net decrease resulted from (1) a decrease of $1.2 million primarily for consulting and
professional service fees associated with a service development initiative and a system reconfiguration effort, both of
which were terminated in the second quarter in 2002; (2) a decrease of $0.7 million relating to expense in the pnor
year period related to certain stock option grants to members of the Board of Directors; .and (3) 2 reduction in all

other expenses of $0.1 million.

Restructuring costs as a percentage of revenue were 0.5% in the current year compared to 1.3% in the prior
year and in 2003 were $0.4 million, a decrease of $0.5 million from 2002. Restructuring costs in 2002 reflect: (1) an
$0.8 million restructuring charge associated with reducing the amount of office space we occupy at our headquarters
in New York City based on an execuied sublease and (2) an additional $0.1 willion in facility exit costs associated
with the closure of cur Washington, D.C, office. In 2003, restructurivg charges reflect an additional $0.4 million
associated with higher than estimated real estate taxes on sublet office space.

Costs resulting from the United States Attorney’s investigation as a percentage of revenue were 2.9% or
$2.2 million in 2003. There were no simnilar costs in 2002.

Operating income for the year ended December 31, 2003 was $1.9 million compared to an operating loss of
$3.0 million for the prior year. The Accordis operating loss was $4.6 million for the year ended December 31, 2003
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compared to an operating Joss of $7.6 million in the prior year. Health Management Systerns had an operating profit
of $6.5 million for the year ended Decernber 31, 2003 compared to an operating profit of $4.6 million in the prior
year. The decrease in the Accordis operating loss largely reflects several non-recurring items in 2002 including $4.1
million in expenses for service development injtiatives and system enhancement and reconfiguration activities
partially offset by the $2.2 million in expenses primarily for legal fees associated with the investigation by the United
States Attorney’s Office. The increase in Health Management Systems operating profitability largely reflects the
increase in revenue discussed above.

In 2003 and 2002, we did not recognize any income tax benefit (expense) against our income (Joss) from
continuing operations or the income from discontinued operations. We have incurred significant taxable losses the
fast several years. Most of our deferred income tax assets are in the form of net operating loss carry-forwards. A
recoverability analysis was performed based on our recent taxable loss history and projections of future taxable

operating resuits.

Net interest income of $0.3 million in fiscal year 2003 compared with $0.5 miltion in the prior year reflects
a shift to shorter term investments and a reduction in market interest rates.

Income from continuing operations was $2.1 million in 2003 compared with a loss of $2.5 million in the
priot year. The $4.6 million increase in income largely reflecis the reduction of non-recurring charges, restructuring
charges, asset impairments and asset write-offs during the current fiscal year discussed sbove as well as the effects of
increased revenue, particularly in our Health Management Systems business.

Discontinued Operations

As more fully discussed in Part 1. Item 1. Business, Note 1(b) and Note 12(b) of the Notes to Consolidated
Financial Statements, we reported the redolts of PSG and DSG as discontinued operations for all periods presented.
Income from discontimied operations in 2002 of $3.5 million was principally attributable to (1) a $2.7 million
termination fee which was not included in the original loss on disposal estimate for PSG, (2) a reduction in the
estimated loss on disposal of PSG of $0.4 million based on actnal operating results, and (3) $0.3 million resulting
from the favorable resolution of certain DSG operating liabilities. Imcome from discontinned operations for PSG in
2003 of $0.2 million reflects the actual operating results for that period which were not previously included in the
estimated loss on disposal estimate for PSG. '

Off-Balance Sheet Arrangemenis

‘We do not have any off-balance sheet arrangements.

Liquidity and Capital Resources

Historically, our principal sources of funds are operations. At December 31, 2004, our cash and cash
equivalents and short-term investments and working capital were $31.7 million and $42.2 million, respectively.
Although we expeet that operating cash flows will be a primary source of liguidity, the current significant cash and
shott term investment balances and working capital position are also fandamental sources of liquidity and capital
resource. The current cash and cash equivalents and short term investment balances are more than sufficient to rocet
our short term funding needs that are not met by operating cash flows, Operating cash flows could be adversely
affected by a decreass in demand for our services. Our typical customer relationship, however, usually hag a
duration of severul years, such that we do not expect any current decrease in demand. We estimate that we will
purchase approximately $3.6 miltion of property and equipment during 2005, which is consistent with the amount
purchased in the current year. The payments due by period for our coniractual obligations, consisting principally of
facility lease obligations and equipment rental and software license obligations, are as follows (in thousards):

Less than
Total Ome Yeat 2-3 Years 4-5 Years After 5 vears
Operating leases $34,012 $5,663 $8,781 $6,982 £12,586
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We have entered into sublease arrangements for some of our facility obligations and expect to receive the
following rental receipts (in thousands):

Less than
Total Cne Year 2-3 Years 4-5 Years After 5 vears
$7.935 82,273 $2,429 $1,153 $2,080

For the year ended December 31, 2004, cash provided by operations was $7.0 million compared with $1.5
million for the prior year. The current year cash provided by operations of $7.0 million primanly resulis from $7.7
million of net income plus depreciation and amortization charges of $2.3 million, and an increase in current
lisbilities of $3.6 million reduced by an increase in accounts receivable of $6.7 million. During the current year,
cash used in investing activities was $26.5 million reflecting the net purchase of $22.4 million in short term
investments (which was reclassified to short-termn investments from cash and cash equivalents), purchases of §3.7
million for property and equipment, and a $0.4 million investment in software.

Inflation

Historically, inflation has not been a material factor affecting our revenne, and general operating expenses
have been subject to normal inflationary pressure. However, our business is Iabor intensive. Wages and other
employes-related expenses increase during periods of inflation and when shortages in the skilled labor market ocour,
‘We also have a performance-based bonus plan to foster retention of and incent certain employess.

-

Risk Factors

PRIVATE SECURITIES LITIGATION REFORM ACT OF 1995
SAFE HARBOR COMPLIANCE STATEMENT
FOR FORWARD-LOOKING STATEMENTS

In passing the Private Securities Litigation Reform Act of 1995 (the Reform Act), Congress encouraged
public companies to make "forward-looking statements” by creating a safe barbor to protect companies from
securities law liability in connection with forward-looking statements. We intend to qualify both our written and oral
forward-looking statements for protection under the Reform Act and any other similar safe harbor provisions.

*Forward-looking statements” are defined by the Reform Act. Generally, forward-locking statements
include expressed expectations of future events and the assumptions on which the expressed expectations are based.
All forward-looking statements are inherently uncertain as they are hased on varicus expectations and assumptions
concerning future events and they are subject to numercus known and mkunown risks and uncertainties which could
cause actual events or results to differ materially from those projecied. Duc to those uncertaintics and risks,
prospective investors are wrged not to place undue reliance on written or oral forward-looking statements of the
Company. We undertake so obligation to update or revise this safe harbor compliance statement for forward-locking
statements to reflect future developments. In addition, we undertake po obligation to update or revise
forward-looking staternents to reflect changed assumptions, the occurrence of unanticipated events or changes to
futare operating results over time,

We provide the following risk factor disclosures in connection with our continuing effort to qualify our
written and oral forward-looking statements for the safe harbor protection of the Reform Act and any other similar
safe harbor provisions, fmportam factors currently known to management that could cause actual results to differ
materially from those in forward-looking statements inchude the following:

25



Our Operating Results Are Subject To Significant Fluctuations Due To Variability In The Timing Of When
We Recognize Contingency Fee Revenue And Other Factors. As A Result, You Will Not Be Able Te Rely On
Our Operating Results In Any Particular Period As An Indication Of Our Future Performance

Our revenue and consequently our operating results may vary significantly from period to period as a result
of a number of factors, including the loss of custorers due to consolidation in the healthcare industry, fluctuations in
sales activity given our sales cycle of approximately three to eighteen months, and general economic conditions as
they affect healthcare providers and payors. Further, we have experienced fluctuations in our revenue of up to 25%
between reporting periods due to the timing of periodic revenue recovery projects and the timing and delays in third-
party payors’ adjudication of claims and ultimate payruent to our clients where our fees are contingent upon such
coliections. The extent fo which future revenue fluctuations could occur due to these factors is not known and cannot
be predicted. As a consequence, our resulis of operations are subject to significant flnctuations and our results of
operations for anty particular quarter or fiscal year may not be indicative of results of operations for future periods. A
significant portion of our operating expenses are fixed, and are based primarily on revenue and sales forecasts. Any
‘inability on our part to reduce spendifig or to compensate for any failure to meet sales forecasts or receive anticipated
revenues could mapnify the adverse impact of such events on our operating results.

We Are Subject To Claims If Our Service Offerings Contzin Errors Or Experience Fajlures Or Do Not Meet
Customer Expectations And Could Lose Customers And Revenue

The healthcare claiming environment is complex. On behalf of our ¢lients, our Accordis business processes
& very high volume of transactions in this environment. From time to time, we have been subject to claims by clients
and could be subject to claims by clients in the fisture for errors in our service offerings, prirgarily for failures to
secure reimbursemnent amounts otherwise payable to our clients. We have often resolved such claims by providing
additional services to the cliemt or by reducing fees on additional projects. There can be no assurance that
contractual limitations of our responsibikity for damages will be effective in these situations or that clients will not
seek significant damages for errors in our services. Further, these performance failures could result in a loss of
customers and rssultm,g loss of revenue. In addition, service performance failures could result in a delay in market
acceptance for our services, dwersmn of development resources, damage to our reputstion or increased service costs.

The Majority Of Our Contracts With Cuostomers May Be Terminated For Convenience

The majority of our contracts with customers are terminable upon short notice for the convenience of either
party. Although to date none of our material contracts have ever been terminated under these provisions, we cannot
assure you that a material contract will not be terminated for convenience in the future. Any termination of a taaterial
contract, if not replaced, couid have & material adverse effect on our bnemess, financial condition and results of

operations,
We Face Significant Competition For Our Services

Competition for our services is intense and is expected to increase. Increased competition could result in
reductions in our prices, gross marging and market share. We corapete with other providers of healtheare information
management and data processing services, as well as healthcare consulting firms. Some competitors have formed
~business alliances with other competitors that may affect our ability to work with some potential customers, In
addition, if some of our competitors merge, a stronger competitor may emerge.

Cuarrent and prospective customers also evaluate our capabilities against the merits of their existing
information management and data processing systems and expertise. Major information management systems
cortpanies, inchiding those specializing in the healthcare industry, that do not presently offer competing services
may enter our markets. Many of our competitors and potential competitors have significantly greater financial,
techpical, product development, marketing and other resources, and market recognition than we have. As a result,
our competitors may be able to respond more quickly to new or emerging technologies, changes in customer
requirernents and changes in the political, economic or regulatory environment in the healthcare industry. In
addition, several of onr competitors may be in a position to devote greater resources to the development, promotion,
and saie of their services than us.
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Simplification Of The Healthcare Transfer Payment Process Counld Reduce The Need For Our Services

The complexity of the healthcare transfer payment process, and our experience in offering services that
improve the ability of our customers to recover incremental revenne through that process, have been contributing
factors to the success our service offerings. Complexities of the healthcare transfer payment process include multiple
payors, the coordination and utilization of clinical, operational, financial and/or administrative review instituted by
third-party payors in an effort to control costs and manage care. If the payment processes associated with the
healthcare industry are simplified, the need for our services, or the price customers are willing to pay for our
services, could be reduced.

We Are Subject To Government Regulation In Our Collections Services

The collection industry in the United States is regulated both at the federal and state level. In addition to
specific regulation regarding debis for healthcare services and among other collection regulations, the Federal Fair
Debt Collection Practices Act (FFDCPA) regulates any person who regularly collects or attempts to collect, directly
or indirecily, consumer debts owed or asserted to be owed to another person. The FFDCPA establishes specific
guidelines and procedures that debt collectors must follow in cormumumicating with consumer debtors, including the
time, place and manner of such commumications and places restrictions on communications with individuals other
than consumer debtors in connection with the collection of any consumer debt. Additionally, the FFDCPA contains
various notice and disclosure requirements and prohibits unfair or misleading representations by debt collectors.
Many states require that we be licensed as a debt collsction company and we believe that we are currently hold
applicable licenses from all states where required. If we fail to conply with applicable laws and regulations, it could
result in the suspension or termination of our ability to conduct collections, which would have a material advetse

effect on us.

Changes In The United States Healthcare Environment Could Have A Material Negative Impact
On Our Revenue And Net Income

The healthcare industry in the United States is subject to changing political, economtic and regulatory
influences that may affect the procurement practices and operations of healthcare organizations. Our services are
designed to function within the structure of the healthcare financing and reimbursement system currently being used
in the United States. During the past several years, the healthcare mdustry has been subject to increasing levels of
governments! regulation of, ariong other things, reimbursement rates, certain capital expenditures, and data
confidentiality and privacy. From time to time, certain proposals to reform the healthcare system have been
considered by Congress. These proposals, if enacted, may increase government involvement in bealthcare, lower
reimbursement rates and otherwise change the operating environment for our clients. Healthcare organizations may
réact to these proposais and the uncertainty surrounding such proposals by curtailing or deferring their retention of
gervice providers such as us. See also "Part 1. Ttem 1. Business -~ Healthcare Reform and Regulatery Matters” for
additional discussion on this topic. We cannot predict what impact, if any, such proposals or healthcare reforms
might have on our results of operations, financial condition or business,

Recently, the General Accounting Office, an investigative arm of Congress, added Medicaid to its list of
high risk programs. According to the GAQ, states have uged various financing schemes to generate excessive federal
Medicaid matching funds while their own share of expenditures has remained unchanged or decreased. Also on
January 30, 2004, the United States Senate Finance Committee Chairman requested that the HHS, CMS, and OIG
respond to a lengthy request for information about vendors that provide contingency fee based revenue maximizing
or revenue enhancement services to State Medicaid agencies specifically with the intent to increase federal Medicaid
reimbursement. This type of service represents a very small portion of our Health Management Systems, Inc. suite
of offerings and corresponding revenue strearos, We cannot predict what impact, if any, this inquiry might have ont
our future results of operations, financial condition or business.
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Our Business Is Subject To Extensive And Complex Governmental Regulations And Violations Of Any Of
These Regulations Could Result In Significant Penalties

Most of the services offered by our Accordis business involve the bilting and collection of healthcare
claims, These services requite the interpretation and application of sometimes ambiguous reimbursement regulations
under various government entitlement programs such as Medicaid and Medicare. In addition, during the past several
yeaxs, federal and state governments have placed an increased emphasis on detecting and eliminating fraud and abuse
in Medicare, Medicaid, and other health care programs. Violation of health care billing laws or regulations
governing our services could result in the imposition of substantial civil or criminal penalties, including temporary or
permanent exclusion from participation in government health care programs such as Medicare and Medicaid, and
loss of customers,

The interpretation and application of the healthcare reimbursement rules to particular customer patient
accounting environments involves judgment. If 2 regulatory agency were to disagree with certain judgments we have
made or will make in providing healthcare billing services to a customer we could be subject to penalties, or fines or
other sanctions by regulators, In addition, we could find it necessary to alter or eliminate some of our services.

Certain Frovisions In Our Certificate Of Incorporation Could Discourage Unsolicited Takeover Attempts,
Which Could Depress The Market Price Of Our Common Stock

Qur certificate of incorporation authorizes the issuance of up to 5,000,000 shares of "blank check" preferred
stock with such designations, rights and preferences as may be determined by our Board of Drirectors. Accordingly,
our Board of Directors is empowered, without shareholder approval, to issue preferred stock with dividend,
liquidation, conversion, voting or other rights, which could adversely affect the voting power or, other rights of
holders of our commnon stock In the event of issuance, preferred stock could be utilized, under certain
circumstances, as a method of discowraging, delaying or preventing a change in control. Although we have no
present intention to issue any shares of preferred stock, we cannot assure you that we will not do sc in the future, In
addition, our by-laws provide for & classified Board of Directors, which could also have the effect of discouraging a

change of control.

Item 7A. Quantitative and Qualitative Disclosures About Market Risks

Our holdings of financial instruments consist of municipal auction rate securities at December 31, 2004 and
are classified as short-term investments and have contractual maturities between 2030 through 2044. We do not
invest in portfolio equity securities or commodities or use financial derivatives for trading purposes. Qur investment
portfolio represents funds held temporarily, pending use in our business and operations. We manage these funds
accordingly. We seek reasonable assuredness of the safety of principal and market liquidity by investing in rated
fixed imcome securities while, at the same time, sceking to achieve a favorable rate of return. Owr market risk
exposure consists principally of exposure to changes in interest rates, Our holdings are also exposed to the rigks of
changes in the credit quality of issuers,

The table below presents the historic cost basis, and the fair value for our investment portfolio as of
December 31, 2004, and the related weighted average interest rates (in thousands):

Total Total
Historical Cost Fair Value
Muricipal auction rate securities $22.500 $22,500
Average interest rate 2.40%

Itemn &. Financial Statements and Supplementary Data

The information required by Item 8 is found on pages 32 to 53 of this report.
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Itemn 9. Changes in and Disagreements with Independent Registered Public Accounting Firm on Accounting
and Financial Disclosure

None.

Item 9A. Controls and Procedures.
Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures

Under the supervision and with the participation of our management, including our principal executive
officer and principal financial officer, we conducted an evaluation of our disclosure controls and procedures, as such
term is defined under Rule 13a-15(e) promulgated under the Securities Exchange Act of 1934, as amended (the
Exchange Act). Based on this evaluation, our principal executive officer and our principal financial officer
concluded that our disclosure controls and procedures were effective as of the end of the period covered by this

armusl report.

Our principal executive officer and principal accounting officer also participated in an evaluation by our
management of any changes in our internal control over financial reporting that occurred during the quarter ended
December 31, 2004. That evailuation did not identify any changes that have materially affected, or are likely to
muaterially affect, owr internai contre] over financial reporting.

Marnagement’s Report en Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in Exchange Act Rules 13a-15(f). Under the supervision and with the participation
of our management, including our principal executive officer and principal financial officer, we conducted an
evaluation of the effectiveness of our internal control over financial reporting based on the framework in Internal
Control - Integrated Framework issued by the Conmittee of Sponsoring Organizations of the Treadway
Commission. Based on our evaluation under the framework in fnternal Control — Integrated Framework, our
management concluded that our internal control over financial reporting was effective as of December 31, 2004.

Our independent auditors, KPMG LLP (KPMG), whoe bave audited and reported on our financial
statements, issued a report on our assessment of our internal control over financial reporting and on the effectiveness
of our internaf control over financial reporting. KPMG’s reports are included in this annual report.

Item 9B. Other Information

None,
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PART NI
Item 10, Directors and Execufive Officers of the Registrant

The information required by Hem 10 will be included in cur Proxy Statement for the 2005 Annual Meeting
of Sharcholders which will be mailed within 120 days after the close of our year ended December 31, 2004, and is
Lereby incorporated herein by reference to such Proxy Statement.

Item 11. Executive Compensation

The information required by Item 11 will be included in our Proxy Statement, which will be mailed within
120 days afier the close of our year ended December 31, 2004, and is hereby incorporated herein by reference to
such Proxy Staterment.

Item 12. Security Ownership of Certain Beneficial Owners and Management

The information required by Item 12 will be included in our Proxy Statement, which will be mailed within
120 days after the close of our year ended December 31, 2004, and is hereby incorporated herein by reference to
such Proxy Statement,

Ttem 13. Certain Relationships and Related Transactions

The information required by Item 13 will be included in our Proxy Statement, which will be mailed within
120 days after the close of our year ended December 31, 2004, and is hereby incorporated herein by reference to
such Proxy Statement.

Ttem 14. Principal Aceouniant Fees and Services

The information required by Item 14 will be inclnded in our Proxy Statement, which will be mailed within
120 days efter the close of our year ended December 31, 2004, and is hereby incorporated herein by reference to
such Proxy Statement.

PART IV
Hem 15, Exhibits and Financial Statement Schedules

A Financial Statemments, Financial Statement Schedule and Exhibits

1. The financial statements are listed in the Index to Consolidated Financial Statements
on page 32,

2. Financial Statement Schedule I~ Valuation and Qualifying Accounts is set forth on
page 54. All other financial staternent schedules have been omitted as they are either
not required, not applicable, or the information 15 otherwise included.

3. The Exhibits are set forth on the Bxhibit Index on page 55.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date:

HMS Heldings Corp.
(Registrant)
By: /s/ William E. Miller, JI

William F. Miller, I
Chairman and Chief Executive Officer

March 23, 2003

Pursuant to the requiremenis of the Securities Excbhange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signatures Title Date
/s/ William F, Miller, I Chairman, Chief Executive Officer,  March 25, 2005
William F. Miller, I and Director (Principal Executive

Officer)
/s/ Thomas G. Archbold Chief Financial Officer (Principal March 25, 2005
Thomas G. Archbold Financial and Accounting Officer)
{3/ Randolph G. Brown Director Mairch 25, 2665
Randolph G. Brown
{s/ James T. Kelly Director March 25, 2005
James T. Kelly
/s William W. Neal Director March 25, 2005
William W. Neal
fs! Galen D. Powers Director March 25, 2005
Galen D. Powers
/s{ EHen A. Rudnick Director March 25, 2005
Elen A. Rudnick
/s/ Richard H. Stowe Director March 25, 2005

Richard H. Stowe
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders
HMS Holdings Corp.:

We bave audited the consolidated financial statements of HMS Holdings Corp. and subsidiaries as listed in the
accompanying index. Iu connection with our eudits of the consolidated financial statements, we also have audited the
financial statement schedule as listed in the accompanying index. These consolidated financial statements and
financial statement schedule are the responsibility of the Company’s management. Qur responsibility is to express an
opinion on these consolidated financial statements and financial statement schednle based ox our audits.

We conducted our audits in accordance with the standards of the Public Company Accoumting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial staternents are free of material misstatement. An andit includes exarmning, on a fest basis,
evidence supporting the amoumts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluzting the overall financial
staternent presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present faitly, in all material respects, the
financial position of HMS Holdings Corp. and subsidiaries as of December 31, 2004 and 2003, and the results of
their operetions and their cash flows for each of the years in the three-year period ended December 31, 2004, in
conformity with U.S. generally accepted accounting principles. Also in our opinion, the related financial staternent
schedule, when considered in relation to the basic consolidsted financial statements taken as a whole, presents fairly,
in all material respects, the information set forth thersin.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the effectiveness of HMS Holdings Corp.’s internal control over financial reporting as of December 31,
2004, based on criteria sstablished in Internal Control—Integrated Framework issued by the Committes of
Sponsoring Organizations of the Treadway Commission {COS0), and our report dated March 25, 2005 expressed an
unqualified opinion on management’s assessment of, and the effective operation of, internal control over financial
reporting.

s/ KPMG LLP

New York, New York
March 25, 2005
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Report of Independent Registered Public Accounting Firm

The Board of Dirgctors and Sharebolders
HMS Holdings Corp.:

We have audited management's assessment, incinded in the accompanying Management’s Report on Internal Control
Over Financial Reporting, that HMS Holdings Corp. maintained effective internal control over financial reporting as
of December 31, 2004, based on criteria established in Internal Control—Integrated Framework issued by the
Comwmittee of Sponsoring Organizations of the Treadway Commission (COSO). HMS Holdings Corp.’s management
is responsible for maintaining effective internal control over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting. Our responsibility is to express an opinion on manageraent’s
assessment and an opinion on the effectiveness of the Company's internal control over financial reporting based on

our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reporting, evaluating managemment's assessment, testing
and evaluating the design and operating effectiveness of internal control, and performing such other procedures as
we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A commpany's internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for extemal purposes in
accordance with generally accepted accounting principles. A company's intemnal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with
generally accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that
could have a material effect on the financial statements.

Because of its inherent limitations, internal contro! over financial reporting may not prevent or detect misstaterments.
Alsa, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management’s assessment that HMS Holdings Corp. maintained effective internai control over
financial reporting as of Diecember 31, 2004, is fairly stated, in all material respects, based on criteria established in
Tnternal Control—Integrated Framework issued by the Conmittee of Sponsoring Organizations of the Treadway
Commission (COSQ). Also, in our opinion, HMS Holdings Corp. maintamed, in all material respects, effective
intersal conirol over financial reporting as of December 31, 2004, based on criteria established in Imternal Comtrol-—
Integrated Framework issued by the Comuxitiee of Spansoring Orgatizations of the Treadway Commmission (COSO).

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of HMS Holdings Corp. and subsidiaries as of December 31, 2004 and
2003, and the related consolidated statements of income, shareholders’ equity and comprehensive income, and cash
flows for each of the years in the three-year period ended December 31, 2004, and our report dated March 25, 2005
expressed an unqualified opinion on those consolidated financial statements.

/s KPMG LLP

New York, New York
March 25, 2005
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share amounts)

December 31, December 31,

2004 2003
Assets
Current assets:
Cash and cash equivalents b3 9,156 b 26,615
Short-ferm investments 22,500 100
Accounts recejvable, net 24,049 17,331
Prepaid expenses and other current assets 3,296 3,441
Total current assets 59,041 47,487
Property and equipment, net 4,524 3,123
Goodwill, net 5,679 5,679
Deferred income taxes, net 6,939 6,551
Other assets 80 283
Total assets $ 76,663 $ 63,123
Liabilities and Shareholders' Equity
Current liabilities: '
Accounts payable, accrued expenses and other liabilities b 14,804 $ 11,290
Total current liabilities 14,894 11,290
Other liabilities . 1,371 1,226
Total liabilities 16,265 12,516
Commitments and contingencies
Shareholders' equity:
Preferred stock - $.01 par value; 5,000,000 shares authorized; none issued . -
Common stock - $.01 par value; 45,000,000 shares anthorized;

20,980,331 shares issued and 19,335,415 shares outstanding at December 31, 2004;

20,042,421 shares issued and 18,397,505 shares ouistanding at December 31, 2003; 210 200
Capital in excess of par value 71,237 75,167
Accumulated defieit {7,761) {15,472)
Treasury stock, at cost; 1,644,916 shares at December 31, 2004

and at December 31, 2003 {9,288) (9,288)

Total shareholders' equity 60,398 50,607

Total liabilities and shareholders’ equity 3 76,663 $ 635 123

See accompanying notes to consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
{in thousands, except share and per share amounts)

Year Year Year
ended ended ended
December 31,  December 31,  December 31,
2004 2003 2002
Revenue $ 85,193 $ 74361 £ 63,614
Cost of services:
Compensation 43421 39,140 37,834
Data processing 4,889 4,686 5,951
Occupancy 5,511 5,600 5,858
Direct praoject costs 13,971 12,909 11,484
Other operating costs 8127 7,618 0.626
Restructuring costs - 352 903
US Attorney investigation costs 1,771 2,176 -
Total cost of services 77,690 72,481 71,656
Operating income {loss) 7,503 1,880 (3,042)
Net inferest income 323 256 317
Income (loss) from continuing operations before income taxes 7,826 2,136 (2,525)
Income taxes 115 - -
Income (loss) from continuing operations . 7,711 2,136 (2,525)
Income from discontinued operations, net - 212 3,460
Net income 3 7,711 by 2,348 s 935
]} f—— e e = .
Basic income per share data:
Income (loss) per share from continuing operations b3 0.40 $ 0.12 b {0.14)
Income per share from discontinued operations ~ 0.01 0.18
Net income ner basic share $ 0.40 $ 0.13 $ e
3 ey f e
Weighted average common shares outstanding, basic 19,074 18,330 18,199
Diluted income per share data:
Income (loss) per share from continning operations $ 0.35 b 0.11 $ (0.14)
Income per share from discontinved operations - 0.01 0.19
Net income per diluted share Y 0.35 b .12 $ 0.05
P ———Tt e — P v
Weighted average common shares, diluted 22,275 20,132 18,199
T e o ——— ] p—_——

See accompanying notes te consolidated financial statements,



Balance &t December 31, 2001
Comprehensive income:
Het income
Changs in net unreakized
appeciation on
short-term invesTents
Total comprehengive income

Repayment of note oeivahle

Shares issued under employes
stock purchase plan

Exereise of stock options

Purchase of treasury stock

Remessurement of unieamed
stock compensation

Stock compensation sxpense

Halance at Decamber 31, 2002
Comprehensive income:
Net income
Change in net unrealized
appreciation on
shori-term investments
sal comprehonsive income

Repayment of note receivable

Sheres issusd under employee
stock purchase plan

Exercise of stock options

Purchase of treasury stock

Remeszurement of uneamned
stock compensation

Stock compensation expense

Halance at December 31, 2003
Net 2nd consprehensive income:
Disqualifying dispositions
Exercise of stock options

Balunce at Decamnber 31, 2004

HMS HOLDINGS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLBERS' EQUITY AND COMPREHRENSIVE INCOME
{Ia thousands, except share ameunts)

—— J——— Nuse
Cammen Stock Cupital [o Urenrmed Larningy (ither Recrivable Toial
W ol Sharey Far Txeens OF Stock A tuted  Compred T reamary Block from Suie Shareholders’
Iarued Valur . Yar Videe Compessstios uficit lncomefilom) | Wof Shares Awoudr of Stock Eguity, ..
19,332,089 5193 $73,550 ($128) (18,735} {342) 1,317,016 {$8,315) (8722) £45781
. - . . 935 - . - - 915
. . - - - 50 . - - 50
985
. . - - - . - - 3a1 36t
49,983 1 128 - - - - - - 12¢
503,318 § N0 - - - - - - 7S
) R . - - . 292,100 (269) - (869)
- . 46 (46) . - . . - .
- . 525 14 - - . . . 666
19,885,350 §199 374,959 (3$33) (517,820 b+ 1,609,116 (59,184) {8361} $47.768
- . - . 2,348 - - - - 2,348
- . . - - & - - - )
- 2,340
. . . - . - - - 361 361
17,380 . 43 - . - . . - a8
139,651 § 191 - - - - - - 192
- - - - - - 35,800 {104) - (104)
- . (3 31 . - - . - -
- . - 2 - - - - - 2
20,042,421 £20¢ $75,167 3 - (315472) § . 1,644,916 ($9,288) % - $50,607
. N - - 7,711 - - - - 77
. - 4 . 0 - . - . 41
937,910 ¢ 2,009 - - - “ - - 2,039
20,950,331 $210 57?%3‘? b 3 " (57,761} % - 1,644,916 559& 882 3 - $60,398

See accompanyiog notes to consolidated finencial staterents.
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
{in thousands)

Year Year Year
ended ended ended
December 31,  December 31, December 31,
2004 2003 2002
Operating activities:
Net income L N $§ 2348 $ 935
Adjustments to reconcile net income to nat cash provided by
operating activities:
Income from discontioued operations - 212y (3,460}
Depreciation and amortization 2,251 2,555 2,518
Loss on disposal and write-off of capitalized software costs
and property and equipment 31 35 693
Provision (credit) for doubtfis} accounts {1,395) 300 i
Stock compensation expenss - 2 H66
Changes in assets and liabilities:
Increase in accours receivable {5,323) {2,319 {2,903}
{Incrense} decrease in prepaid expenses and other current assels {243y 135 1,213
Decrease in other assets 203 1 296
Increass (decreass) in accounts payable, accrued expenses
and other Liabilities 3,749 (1.382) 39
Net cash provided by operating activities 6,984 1,533 308
Tnvesting activities:
Purchases of property and equipment {3,674} (801) {3,429
Investment in software {409) - -
Proceeds of short-term investments (22,500} - -
Purchases of short-term investrnents 100 1,000 2,964
Net cash provided by (used in) investing activities {26,483) 199 {465}
Financing activities:
Proceeds from issuance of common stock . 48 129
Proceeds from exercise of stock options 2,080 192 715
Repuyment of note receivable from officer for purchase of common stock - 361 361
Purchases of treasury stock - (104} (869)
Net cash provided by finagcing activities 2,080 497 336
Net increase (dscrease) in cash and cash squivalents (17,41%) 2,229 179
Cash and cash equivalants at beginning of period 26,615 24,174 21,024
Cash provided by discoatinved operations - 212 2975
Cash and cash equivalents at end of period m&gﬁ $ 26615 § 24,174
Supplemental disclosure of noncash investing and financing activities:
Change in uneamned compensation 3 - {31) 46
Supplemental disclogure of cash flow information:
Cash paid for income taxes 3 133 $ 8 5 215

See accompanying notes to consolideted finencial statements.



HMS HOLDINGS CORP. AND SUBSTIMARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policies

{a) Organization and Business

At a special mieeting beld on February 27, 2003, the sharcholders of Health Management Systems, Inc.
approved the creation of a holding company structure. Following that meeting, all the outstanding shares of Health
Management Systems, Inc. common stock were exchanged on a one-for-one basis for the shares of comnon stock of
HMS Holdings Corp. (the Company), the new parent company. The adoption of the holding company structure,
pursuant to an Apreement and Plan of Merger approved at the shareholders meeting, constituted a reorganization
with no change in ownership interests or accounting basis and no dilutive itipact to the former shareholders of
Health Management Systems, Inc.

HMS Holdings Corp. furnishes revepue recovery, cost contaimment and business office outsourcing
services to healthcare providers and public health care payors. The Company helps clients increase revenue,
accelerate collections, and reduce operating and administrative costs. The Company operates two businesses
fhrough its wholly owned subsidiaries, Health Management Systems, Inc. and Accordis Inc.

(b Basis of Presentation and Principles of Consolidation

{1 Discontinued Operations of Business Segments

During 2001, the Company sold its Decision Support Group (DSG) business wnit and
mmplemented a formal plan to proceed with an ordetly closure of the Payor Systems Group (PSG) business
unit. In prior periods, DSG and PSG had been separate reportable segments. The historical operating
results of DSG and PSG bave been reported as discontinved operations in the accompanying Consolidated
Statements of Operations.

{ii) Principles of Consolidation

The consolidated financial statements inclnde the accounts of the Company and its wholly owned
subsidiaries. All significant infercompany balances and transactions have been eliminated i consolidation.

{c) Cash and Cash Equivalents
For purposes of financial reporting, the Company considers all highly Hquid investments purchased with an
original maturity of three months or less to be cash equivalents.

) Short-Term Investmenis

Short-term investments are recorded at fuir value. Debt securities that the Company does not have the
infent and ability to hold to maturity are clessified either as “available for sale™ or as “trading” and are carried at fair
value. Al of the Company’s short-term investments are available for sale :zd carried at fair value, Umealized
gains and Josses on securities classified as available for sale are carried as a separate component of shareholders’
equity. Unrealized gains and losses on securities classified as trading are reported in eammings. Management
determines the appropriate classification of its investments in debt and equity securities at the time of purchase and
resvalnates such determination at each balance sheet date.

(€} Depreciation and Amortization of Froperty and Equipment

Property and equipment are recorded at cost. Depreciation is provided over the estimated usefil lives of
the property and equipment utilizing the straight-line metbod. Amortization of leasehold improvements is provided
over the ectimated usefil lives of the assets or the terms' of the leases, whichever is shorter, using the streight-line
method. The estimated usefia] Hives are as follows:

Equipment 3.5 years
Leasehold improvements 5-10 years
Furniture and fixtures 5-7 years

o Software Development Cost

The Conmeany capitalizes certain software development costs related to software developed for internai nse
while in the application development stage. All other costs to develop software for internal use, either in the
preliminary project stage or post implementation stage are expensed as incurred. Amortization of software
development costs iz calenlated on a straight-line basis over the expected economiic life of the product, generally

estimated to be 36-48 mounths,
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HMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(g Goodwill
Goodwill, representing the excess of acquisition costs over the fair value of net assets of acquired

businesses, is not amortized but is reviewed for impairment at least annually and written down only in the periods in
which it is determined that the recorded value is greater than its fair value. Fair value is based on a projection of the
estimated discounted future net cash flows expected to result from the acquired business, using a discouvat rate
reflective of our cost of funds. For the purposes of performing this impairment test, the Company’s business
segments are its reporting units. The fair values of the Company’s reporting units, to which goodwill has been
assigned, is compared with their recorded values. If recorded values are less than the fair values, ne inxpairment is

indicated.

k) Long-Lived Assets ,

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that
the carrying amount of an asset may not be recoverable. Recoverability of assets to be held and used is measured by
a comparison of the carrying value of its assets to the estimated undiscounted firture net cash flows expected to be
generated by the asset. IF such assets are considered to be impaired, the impairment to be recogmzed is measured by
the amount by which the carrying value of the assets exceeds the fair value of the asseis and would be charged to
earnings. Fair value is based on a projection of the estimated discounted future net cash flows expected to result
from the asset, using a discount rate reflective of our cost of funds. Assets to be disposed of are reported at the
lower of the carTying amaunt or fair value less the cost to sell,

i) Income Taxes ' .
Income taxes are accounted for under the asset and liability method. Under the asset and lability method,

deferred tax assets and liabilities are recognized for the future tax consequences atiributable to differences between
the financial staterent carrying amounts of existing assets and Habilities and their respective tax bases. This method
also requires the recognition of future tix benefits for net operating loss carry-forwards. Deferred tax assets and
liabilities are measured using enacted fax rales expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The effect on deferred tax assets and liabilities of 2
change in tax rates is recognized as income in the period that includes the enactment date. The Company provides a
vahiation allowance to reduce deferred tax assets to its estimated realizable value,

& Net Income Per Common Share

Basic income per share is calculated by dividing net income by the weighted average munber of commnon
shares outstanding during the period. Diluted income per share is celoulated by dividing net income by the weighted
average number of conmon shares and common stock equivalents outstanding during the period. The Company had
weighted average common shares and common stock equivalents outstanding during the years ended December 31,
2004, 2003 and 2002, of 19,074,000, 18,330,000 and 18,199,000, respectively for weighted average common shares,
and 3,201,000, 1,802,000 and 2,254,000, respectively for common stock equivalents. In 2002, the commeon stock
equivalents are excluded from the weighted average shares used to compute diluted net loss per share as they would
be antidilutive to the par share calculation. The Company’s common stock equivalents consist of stock options.

k) Revenue Recognition

The Company recognizes revenue for its contingency fee based services when third party payers remit
payments to the Company’s customers and consequently the contingency is deerned to have been satisfied  This
revenue recognition policy is specifically addressed in the SEC's “Frequently Asked Questions and Answers”
butletin refeased on October 12, 2000 pertaining to Staff Accounting Bulletin No. 101, Reverme Recognition in
Financial Statements (SAR101). Transaction-related revenue is recognized based upon the completion of those
transactions or services rendered during a given period.

In 2003, Staff Accounting Bulletin No. 104, Revenue Recognition (SAB 104) replaced SAB 101. The
provisions of SAB 104 related to the Company’s revenue recognition policy as discussed above were unchanged

from SARB 101.

EITF 00-21, “Revenue Arrangements with Multiple Deliverables,” requires contracts with multiple
deliverabies to be divided into separate units of accounting if certain criteria are met. While EITF 00-21 bas not had
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a material impact on the Company’s financial statements, the Company applies the guidance therein and recognizes
revenue on multiple deliverables as separate units of accounting if the criteria are met,

) Stock-Based Compensation

The Company accounts for stock-based compensation under Statement of Financial Accounting
Standards {(SFAS) No. 123, “Accounting for Stock-Based Compensation.” As permitted by SFAS No. 123, the
Company has elected to continue following the provisions of Accounting Principles Board (APB} Opinion No. 25,
“Accounting for Stock Issued to Employees,” and to adopt only the disclosure provisions of SFAS No. 123,
Accordingly, no employee compensation costs have been recognized for its stock option plans, except as described
in Note 10. Had compensation costs for the Company's stock options been determined consistent with the fair value
methed prescribed by SFAS 123, the Company’s net income (loss) and related per shave amounts would have been
adjusted to the pro forma smounts indicated below:

Year Ended Year Ended Year Ended
December 31, December 31, December 31,

{in thousands, except per share amounts) 2004 2003 2002
Net income, as reported b3 1,711 b 2,348 s 935
Stock-based employee compensation expense included in

reported niet income - - .

Total stock-based employee compensation expense determined
wnder fair value based method for all awards, net of

related tux effects $  (1,363) £ {2,403) $ (1,686)
Pro forma net income (lass} . b 6,348 5 555; 5 gSI !
Net income (Joss) per basic share: As reported $ 0.40 $ 0.13 5 0.05
Pro fonm $ 0.33 b1 - 5 (0.04)
Net income (loss) per diluted share: As reported 5 0.35 5 0.12 $ 0.05
Pro forma 5 0.28 5 - & (0.04)

The effect presented sbove by applying the disclosure-only provisions of SFAS 123 may not be
representative of the pro forma effect in future years.

The weighted average fair value of the stock options granted for the years ended Decernber 31, 2004, 2003,
and 2002 were $3.87, $1.69 and $1.82, respectively. The fair value of the stock options granted in the years ended
Diecember 31, 2004, 2003 and 2002 is estimated at the gract date using the Black-Scholes option-pricing model with
the following assumptions: dividend yield of 0% (the Company does not pay dividends), expected volatility of
62.3%, 61.1% and 65.1%; a risk-free interest rate of 4.03%, 3.25% and 2.8%, and expected lives of 5.98, 5.97 and
4.69 years, respectively,

{m}  Fair Value of Fingncial Insiruments

The carrying amounts for the Company’s cash equivalents, short-term investments, accounts receivable,
and accounts payable approximate fair value due to their short-term nature. The fair market value for shortterm
securities is based on quoted market prices where available.

) Comprehensive Income
Giher comprehensive income recorded by the Company is comprised of unreatized gaing and losses on
short-term investments,

{o) Use of Estimates

4]



BMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The preparation of the consolidated financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and Liabilities at the date of the consolidated financial staternents and
the reported amounts of revenue and expenses during the reported period. The actual results could differ from those

estimates.

) Reclassifications
Certain reclassifications were made to prior year amounts to conform to the current presentation.

) New Accounting Pronouncement

On December 16, 2004, the Financial Accounting Standards Board (“FASE™) issued SFAS No. 123
(revised 2004), “Share-Based Payment” (“SFAS No. 123R"}, which is a revision of SFAS No. 123, “Accounting for
Stock-Based Compensation.” SFAS No. 123R supercedes APB Opinion No. 25, “Accounting for Stock Issued to
Employees”, and amends SFAS No. 95, “Statement of Cash Flows”. (enerally, the approach in SFAS No. 123R is
similar to the approach described in SFAS 123, However, SFAS No. 123R requires all share-based payments to
employess, including grants of employee stock options, to be recognized in the income statement based on their fair
values, Pro forma disclosure is no longer an altemative. SFAS No. 123R must be adopted no later than the first
interim or annuel period beginning after June 15, 2005.

As permitied by SFAS No. 123, we currently account for share-based paymenis to employees using APB
Opinion No. 25°s intrinsic value method and, as such, generally recognize no compensation cost for employee stock
options. Accordingly, the adoption of SFAS No. 123R’s fair value method will have a significant impact on our
resnits of operations. The impact of the adoption of SFAS No. 123R cannot be determmined at this time because it
will depend upon levels of share-based payments granted in the future. However bad we adopted SFAS 123R in
prior periods, the impact of that standard: would have approximated the impact as described in the disclosure of pro
forma pet (loss) income and net (loss) income per share pursuant to SFAS No. 123 in Note 1. (1} of Notes to
Consolidated Financial Statements.

2, Short-Term Xnvestments
The table below presents the historical cost basis, and the fair value for the Company's investraent portfolio

at December 31, 2004 and 2003 (in thousands):

Historical Fair
Cost Value

December 31, 2004: Municipal Auction Rate Securities $ 22,500 $ 22,500
December 31, 2003: Fixed Income Governmental Securities 3 100 $ 100

The Company's holdings of short-terin investments at December 31, 2004 consist of municipal auction rate
securities of high credit quality and have contracmal maturities between 2030 and 2044, All such instnuments are
classified as securities available for sale,

3. Accounts Receivable
{a) Amounis due from the District of Columbia
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In 2001, the Company recognized bad debt expense in the total amount of $2.7 million for the full amount
of outstanding accounts reccivable from the District. This $2.7 million of accounts receivable consisted of $1.6
million for retroactive Dispropartionate Share Hospital (DSH) revenue recovery services for the D.C. Medicaid
program, and $1.1 million for retroactive Medicaid rate adjustment services rendered to D.C. General Hospital,
which amount was included in the aliowance for doubtful accounts at December 31, 2003.

On March 8, 2005, the Company received $2.4 million in settlement of two accounts receivable from the
District of Columbia (the District or DC) and also recognized contingent recovery fees and settlement expenses
approximating $0.7 million resulting from this settlement. Although this settlement was negotiated and received
subsequent to December 31, 2004, the Company reflected it in the 2004 results of operations as the subsequent
settlement of this litigation eliminated the need for a bad debt allowance against these accounts receivable at
December 31, 2004. Accordingly, the Company adjusted accounts receivable at December 31, 2004 to $2.4 million,
the amount of the settlement, and reduced bad debt expense by $1.7 million, which is included in direct project

costs.

) Allowance for Doubtful Accounis
Accounts receivable are reflected net of an sllowance for doubtful accounts of $0.9 million and $3.5

million at December 31, 2004 and 2003, respectively. The reduction in the allowance for doubiful accounts 1s
primarily due to the $2.7 million reduction resulting from the DC settlement discussed above.

4. Property and Equipment
Property and equipment as of December 31, 2004 and 2003 consisted of the following (in thousands):

December 31, December 31,
2004 2003

Equipment $ 12,779 3 10,697
Leasehold improvements 4.361 4252
Furniture and fixtures 4,128 4,163

21,468 19,112
Less accumulated depreciation and amortization (16,544) (15,989)
Property and equipment, pet 3 4924 $ 3,123

Depreciation and amortization expense related to property and equipment charged to operations for the
years ended December 31, 2004, 2003 and 2002, was $2.3 million, $2.6 million and $2.5 million, respectively.

8. Goodwill
Goodwill as of December 31, 2004 and 2003 was $5.7 million.

Effective January 1, 2002, the Company adopted SFAS 142. SFAS 142 eliminates amortization of goodwill
and indefinite-lived intangible assets, addresses the amortization of intangible assets with finite lives and addresses
npat t testing and recognition for goodwill and intangible assets. As a result of adoption, amortization ceased
for goodwill. Since adoption, no impairment losses have been recorded.
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6. Accounts Payable, Accrued Expenses and Other Liabilities
Accounts payable, accrued expenses and other liabilities as of December 31, 2004 and 2003 consisted of

the following {in thousands):

2004 2003

Accounts payable, rade $ 4,871 § 21
Accrued compensation 4,500 3,845
Accrued direct project costs 1,908 1,399
Accmed restructaring costs 1,337 1,442
Accrued software license obligations - 441
Accrued legal fees 800 323
Accrued other expenses . 1,478 L1116
£ 14,894 $ 11,290

As of December 31, 2004 and 2003, $1.1 million and $1.0 million, respectively, were inchuded in other
liabilities (long-term) related to the Company's recognizing of rental expenses on the Company’s facility lesses on a
straight-line basis.

7. Income Taxes

The qurrent income tax expense for the periods applicable was allocated as follows (in thousands):

Year Ended Year Ended Year Bnded
December 31, December 31, December 31,

2004 2003 2002

Federsal tax expense 3 80 3 - $ -
State tax expense 35

Total tax expense 3 115 $ - $ -

The current income tax expense in 2004 principally arises from Alternative Minimum Tax requirements.
There was no income tax expense (benefit) from contimwing aperations for the years ended December 31, 2003 and

2002
A reconciliation of the income tax expense (benefit) calculated using the applicable federal statutory rates

to the actual income tax expense {(benefit) fom continuing operations follows (in thousands):
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Years Ended
December 31,
2004 % 2003 % 2002 %
Income tax expense (benefit):
Computed at federal statutory rate $ 2661 340 § 726 340 $ (859) (34.0)
State and local tax expense, net of
federal benefit 619 7.9 196 9.2 (171) (6.8
Municipal interest - - 4 (02 48y (1.9
Increase (decrease) in valuation
allowance (3,065) (39.0) (1,142) (53.5) 1,412 559
Benefit of subsidiary merger - - - - (330) (13.0)
Other, net {110y (1.4) 224 10.5 4 (0.2)
Total income tax expense (benefit) $ 115 1.5 5 - - $ - -

Deferred income taxes are recognized for the future tax consequences of temporary differences between the
financial statement and tax bases of assets and Labilities, The tax effect of temporary differences that give rise to a
sigmificant portion of the deferred tax assots and deferred tax liabilities at December 31, 2004 and 2003 were as

follows (in thousands):
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December 31, December 31,
2004 2003

Deferred tax assets:
Allowance for doubtful accounts 5 659 g 1,875
Property and equipment 96 1,230
Restructuring cost 723 873
Goodwill and other intangibles 1,095 1,342
Software 534 631
Federa! and state net operating loss carryforwards 9,195 10,367
Deferred stock compensation 417 338
Deferred rent 441 n
Other G669 334
Total deferred tax assets before valuation allowance 14,649 17,561

Less valuation allowance {5.557) (8,612)
Total deferred tax assets after valuation allowance 9,092 8,949
Deferred tax liabilities: :

Capitalized research and development cos 172 29
Total deferred tax liabilities 172 29
Total net deferred tax assets 5 8,920 5 £,920
Net curent deferred tax assets $ 1,981 $ 2,369
Net non-current deferred tax assets 6,939 6,551
Total net deferred tax assets 3 8,920 5 8,920

At December 31, 2004, the Company bad net operating loss carry-forwards of $19.1 million and $32.9
million, which are available to offset future federal and state/local taxable income, respectively, Of the federal
amount, $1.6 million is subject to annual limitation of $266,000 under Internal Revenue Code Section 382, The
federal and state/local net operating loss carry-forwards expire between years 2008 through 2023. In addition,
approximately $2.9 million of the federal and state net operating loss and $1.2 million of the valuation allowance
{tax cffected) pertains fo stock option exercises for which any subsequent utilization will be recorded as an
adjustment to additional paid-in capital.

During the year ended December 31, 2003, the Company recognized a decrease in the valuation allowance
of $1.2 million related to the Company’s ability to realize its deferred tax assets. During the year ended December
31, 2004, the Company recognized a decrease in the valuation allowance of $3.1 million principally related to the
Company’s utilization of net operating loss carry-forwards (NOLs) to offset 2004 income. The resultant valuation
allowance balance of $5.6 miilion is specifically associated with the Company’s NOLs, which account for the
majority of the Company’s deferred tax assets. The Cowpany believes the available objective evidence, principally
its recent taxable losses, creates sufficient uocertainty regarding the realizability of its NOLs, that it is more likely
than not, that some of the NOLs are not realizable. The Company determined the amount of the valuation allowance
based on its assessment of the recoverability of the deferred tax assets by projecting fiture taxable income. The
projection included the reversal of known temporary differences, and reflected managements® estimates of future
results of operations after considering the significant changes in the Company’s business represented by the business
divestitures, sales of assets, and operatiopal and infrastructure restructurings as discussed in Note 12. The
realizability of the Company’s deferred tax assets and the corresponding valuation allowance will be adjusted in the
future based on the Company's actual taxable income results and updated estimates of future taxable income. The
Company believes that it is more likely than not that the results of firure operations will generate sufficient taxable
income to realize the deferred tax assets, net of valuation allowance, based on its projection of future operating

rasults.
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8. Equity
(@ Common Stock
The terms of the Company’s authorized capital are identical in all material respects to the terms of Health

Management Systems, Inc. authorized capital stock prior to the shareholder approval of the holding company
structure.

h) Treasury Stock

On May 28, 1997, the Board of Directors authorized the Company to repurchase such number of shares of
its common stock that have an aggregate purchase price not to exceed $10 million. The Company is authorized to
sepurchase these shares from time to time on the open market or in negotiated transactions at prices deemed
appropriate by the Company. Repurchased shares are deposited in the Company’s treasury and used for general
corporate purposes. During the year ended December 31, 2004, the Company did not repurchase any shares of
common stock. During the year ended December 31, 2003, the Company repurchased a total of 35,800 shares of
comimon stock for $104,000 at an aversge price of $2.93 per share. During the year ended Docember 31, 2002, the
Cotppany repurchased 2 total of 292,100 shares of common stock for $869,000 at an average price of $2.97 per
share. Since the inception of the repurchase program in June 1997, the Company has repurchased 1,644,916 shares
of common stock at an average price of $5.65 per share having an aggregate purchase price of §9.3 million.

(c) Preferred Stock

The Company’s certificate of incorporation, as amended, authorizes the issuance of up to 5,000,000 shares
of “blank check” preferred stock with such designations, rights and preferences as may be determined by the
Company's Board of Directors. As of Décember 31, 2004 no preferred stock had been issued.

2. Employee Benefit Plan

The Company sponsors a benefit plan to provide retirement benefiis for its employees known as the HMS
Holdings Corp. 401(k) Plan (the 401(k) Plan). Participants may make voluntary contributions to the 401(k) Plan of
up to 60% of their annuai base pre-tax compensation not to exceed the federally determined maximum allowable
contribution. The 401(k) Plan permits discretionary Company contributionts. The Company confributions are not in
the form of the Company’s common stock and participants are not permitted to invest their contributions in the
Company’s stock. For the years ended December 31, 2004, 2003 and 2002 the Company contributions to the 401(k)
Plan were $602,000, $467,000, and $451,000, respectively.

10. Stock-Based Compensation Flans

fa) 1999 Long-Term Incentive Plan

The Company’s 1999 Long-Term Incentive Stock Plan (the Plan), was approved by the Company’s
shareholders at the Annual Meeting of Shareholders held on March 9, 1999. The primary purposes of the Plan are (i)
to promote the interests of the Company and its shareholders by strengthening the Company’s ability to attract and
retain highly competent individuals to serve as Directors, officers and other key employees and (i) to provide a
eans to encourage stock ownership and proprietary interest by such persons. The Plan provides for the grant of (a)
options to purchase shares of the Company’s commen stock at an exercise price no less than 100% of the fair market
value of the Company’s common stock; (b stock appreciation rights (SAR) representing the right to receive a
payment, in cash, shares of common stock, or a combination thereof, equal to the excess of the fair market value of a
specified number of shares of the Company’s comroon stock on the date the SAR is exercised over the fair market
value of such shares on the date the SAR was granted; or (c) stock awards made or valued, in whole or in part, by
reference 1o shares of common stock. Options are granted under the Plan with various vesting provisions up to five
years, including time based and/or performance based vesting periods. Stock options currently outstanding become
exercisable and expire at various dates through April 2014, Options expire ten years after the date of grant. As of
December 31, 2004, no SAR’s or stock purchase awards bad been granted. At the June 4, 2003 Annual Meeting of
Shareholders, the shareholders approved an increase in the number of shares of corumon stock available for issuance
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under the Plan to 6,251,356 from 4,751,356, The Plan expires in January 2009. As of December 31, 2004, there
were approximately 938,000 options available for grant under the Plan.

On December 15, 2000, two mewbers of the Board of Directors were each granted 100,000 options under
the Plan for additional consulting service beyond their status as board members for participation in the Company’s
strategic review, divestitre assessment and operational re-engineering. The Company therefore recognized
compensation expense for these options using variable stock option accounting. Based on the fair value of the
options using the Black-Scholes option pricing model, the Company recorded stock compensation expense totaling
$2,000 and $141,000 for the years ended December 31, 2003 and 2002, respectively, as a component of other
operating costs in the accompauying Consolidated Statements of Income.

(b} 1995 Non-Employee Director Stock Option Plan

The Company’s 1995 Non-Employee Director Stock Option Plan (the NEDP) was adopted by the Board of
Directors on November 30, 1994. Under the NEDP, directors of the Company who are not employees of the
Company or its subsidiaries may be granted options to purchase 1,500 shares of common stock of the Company
during the fourth quarter of each year commencing with fiscal year 1995. Options for the purchase of up to 112,500
shares of common stock may be granted under the NEDP and the Company will reserve the same number of shares
for issuance. The options available for grant are automatically increased to the extent any granted options expire or
terminate unexercised. The last awards under the NEDP were in October 2000. As of December 31, 2004 and
2003, 36,000 and 39,000 options were outstanding, respectively. As of December 31, 2004, there were
approximately 74,000 options available for grant under the NEDP.

©) Options Issued Ouiside the Plans :

On June 4, 2002, as ratified by the shareholders at the Company's anmual meeting, the Company granted
250,000 stock options at an exercise price of $2.48 per share to a member of the Board of Directors. All of the
options were fully vested on the grant date, June 4, 2002. This grant represented 60,000 options for service as a
board member counsistent with a similar grant to the other board members in December 2001, and 190,000 options as
an inducement to join the board. The Company immediately recognized a total of $525,000 in compensation
expense consisting of $478,800 based on the fair value of the options using the Black-Scholes option pricing model
for the 190,000 options and $46,200 for the 60,000 options besed on the difference between the current market price
of the stock on the grant date and the exercise price.

{d) Summary of Options
Presented below is a summary of the Company’s options for the years ended December 31, 2004, 2003 and

2002 (in thousands, except per share amounts}:

December 31, 2004 December 31, 2003 December 31, 2002
Weighted Weighted Weighted
average average average
exercise exercise exercise
Shares price Shares price Shares price
Outstanding at
beginning of period 6,336 $2.68 5,625 $£2.65 5,782 $2.76
Granted 50 6.39 980 297 1,448 332
Exercised (938) 217 (140)  1.38 (503)  1.42
Cancelled (167) 4.15 {129 5.05 (1,102) 4.66
Qutstanding at
end of period 5,281 §2.75 6,336  §2.68 3,625  $2.65
Weighted average far value of
options granted (Black-Scholes) $3.87 $1.69 $1.82
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The following table summarizes information for stock options outstanding at December 31, 2004 (in
thousands, except per share data):

Weighted Weighted Weighted

Range of Number average average average

exercize outstanding as of remaining exercise Number exercise
prices December 31, 2004 _coutractual life price exercisable price
$1.07 315 5.96 $1.07 315 $1.07
1.19 700 6.24 1.19 760 1.1%
1.27-1.31 775 6.04 1.31 715 1.31
1.50 - 1.96 227 6.57 1.73 227 1.73
248 905 7.08 2.48 905 2.48
2.76-2.92 571 8.83 291 365 29
3.05-3.10 193 870 3.06 122 3.05
341 812 197 3.41 812 3.41
3.55.5.88 316 5.59 4.70 211 4.89
6.32 . 23.00 467 4.22 6.89 425 6.93
$1.07 - $23.00 5,281 6.77 $2.75 4,857 $2.68

fe) Employee Stock Purchase Plan
For the years ended December 31, 2003 and 2002 employees purchased 17,380 and 49,983, respectively, of

cormeon stock pursuant to the Health Management Systems, Inc. Employee Stock Purchase Plan (the ESPF) for
aggregate consideration of $48,000 and $129,000, respectively.

As of December 31, 2002, the ESPP was discontinued as substantially all of the shares reserved for
issuance by the Board of Directors had been issued. Shares issued in 2003 were purchased with amonnts withheld

from employees in 2002.

1. ‘Fransactions with Officers and Other Related Parties

(a) Transactions with Chief Executive Officer

As a condition of joining the Company, the Chief Executive Officer was provided financing to acquire
550,000 common shares directly from the Company at $1.31 per share, the then current market price. In January
2001, the Company’s former Accelerated Claims Processing, Inc. subsidiary, a Detaware corporation, provided this
financing, in the form of a full recourse note in the amount of $722,000, bearing interest at the rate of 6.5% per
annuza, payable in two equal annual instaliments commencing January 2002, The frst instaliment of $361,000 in
principal and $46,000 in interest was received in January 2002. The second and final installment of $361,000 in
principal and $24,000 in interest was received in January 2003. The sale of common stock was exempt from the
registration provisions of the Securities Act of 1933, as amended, pursuant to Section 4(2) of that Act relating to

transactions not involving a public offering.

(%) Separation Agreement with Former Chief Executive Officer

Prrsuant to the terms of a Separation Agreement executed in October 2000, the Company provided
separation compensation to the former Chief Executive Officer of $1.5 million and an additional payment of
$150,000 in exchange for his non-compete through April 2006. The agreement also provides for full salary
continuation for two years at an annual rate of $364,000, a consulting arrangement for §50,000 per year thereafter
until April 2008, end health insurance coverage for the related periods. As of December 31, 2004 and 2003,
$90,000 and $152,000, respectively, remaived as liabilities pursuant 1o the terms of the agreement.

{c) Related Farty Transactions
The Company incurred approximately $259,000, $89,000 and $61,000 for the years ended Dacember 31,

2004, 2003 and 2002, respectively, in fees to a law firm at which one director of the Company is a senior partmer.
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The 2004 amounts include contingent fees of approximately $235,000 incirred in connection with the settlement of
the DC litigation discussed in Note 3.

12. Restructurings and Discontinued Operations

(a) Restructurings

In December 2001, the Company recognized & restructuring charge of $1.8 million consisting of $1.3 million
for facility costs associated with reducing the amount of space the Company occupies at its headquarters in New York
City, and $500,000 for severance costs associated with reducing 20 employses in the information technology and
facilities maintenance departments. In December 2002, the Company increased this restructuring charge by $800,000
for additional facilities costs associated with reducing its New York City office space based on an executed sublease.
In December 2003, the Company increased this restructuring charge by $352,000 reflecting higher than forecasted real
estate taxes. As of December 31, 2004 and 2003, $).3 million and $1.4 million respectively, remained as accrued
lizbilities,

The following table presents a summary of the activity in accrued Labilities for restructuring charges (in
thousands):

New York Leased
Space Reduction
Balance at December 31, 2002 $2,088
Cash payments {999
Provision 352
Balance at December 31, 2003 1,441
Cash payments (104)

PIOViSiDI!. - -
Balance at December 31, 2004 $1,337
D

b Discontinued Operations of Business Segments
(i) Discontinuance of Payor Systems Group

In 2001, the Company implemented a formal plan to proceed with an orderly closing of its Payor Systems
Group (PSG). The Company’s formal plan of discontinuance included provisions for on-going service to existing
clients according to the current contract terms while pursuing early release from existing contract relationships or
opportunities to assign the contracts to other service providers. In 2002, the Company received a $2.7 million
termination fee, which was not included in the disposal estimate. In addition, the Company reduced the estimated
loss on disposal by $448,000, based on actual operating results from: 2002. Consequently, the Company recognized
income from discontinued operations, in the sccompanying Consolidated Statement of Operations, of $3.1 milkion in
2002. In 2003, based on the actual results of operations, the Company recognized $212,000 of income from
discontinued operations.

(i) Sale of Decision Support Group '
In 2001, the Company scld its healthcare decision support software systems and services business, Health
Care microsystems, Inc. (HCm), a wholly owned subsidiary, which operated as the Company’s Decision Support
Group (DSG) business segment, to HCm's executive management team, resulting in a gain of $1.6 million. In 2002,
the Company increased the estimated gain on the disposal of this segment by $311,000, resulting from the favorable
resofution of certain operating liabilities.

13. Commitments and Contingencies
fa) Lease commitments
The Company leases office space, data processing equipment and software licenses under operating leases
that expire at various dates through 2013, The lease agreements provide for rent escalations. Rent expense, net of
sublease income, for the years ended Decemaber 31, 2004, 2003 and 2002, was $3.6 million, $3.4 million and $4.5
million, respectively. Sublease income was $1.1 million, for the years ended December 31, 2004, 2003 and 2002,
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Minirmam annual lease payments to be made and sublease payments to be received for each of the next five
years ending December 31 and thereafier are a5 follows (in thousands}:

Year Payments Sublease Receipts
2005 $5,663 $2,273
2006 4,706 1,477
2007 4,075 952
2008 3,500 571
2009 3,482 582
Thereafier 12,586 2,080
Total $ 34,012 $7,935

b) Legal
In April 2004, the Company reached an agreement with the United States Attorney’s Office for the

Southern District of New York to settle certain matters raised in the course of the United States Attomney’s
investigation of medical reimbursement claims submitted to Medicaid and other federal healthcare programs on
behalf of a significant client of Accordis. In August 2004, the Company antered into a Stipulation and Order of
Settlement and Dismissal Agreement and paid the United States government $1.35 million to settle this matter. At
the same time, the gui tam lawsuit against the Company thet was the basis of the government’s investigation was
dismissed. As part of the settlement agreement, the Company entered into a Compliance Agreement with the Office
of the Tnspecior General for the Department of Health and Human Services. The Compliance Agreement covers a
three-year period and principally requires the Company to continue its existing conspliance program and to make
aonus] filings certifying compliance.

The investigation focused on claims submitied since 1982. The issues taised by the government primarily
concerned the appropriateness of completing healthcare reimburseraent claims with general diagnosis information
when specific diagnosis information was not avatlable.

The Company recorded a charge of $1.7 million in the quarter ended March 31, 2004 to reflect the
settlement and related legal and other expenses. During the quarter ended September 30, 2004, all amounts due
under the settlement agreemnent were paid.

Other legal proceedings to which the Company is a party, in the opinion of the Company’s management,
are not expected to have a material adverse effect on the Company’s financial position, results of operations, or
ligquidity.

© Employment Agreementis

The Company is obligated under 2 separation agreement with a farmer executive as further presented in
Note 11(b). In addition, the Company is obligated under three employment agreements with executive officers that
provide for salary and benefit continuation in the event of termination without cause, that expire in Janmary 2006,

October 2006 and April 2007.

14, Segments and Geographical Information

in June 1997, the FASB issued SFAS No. 131, “Disclosures About Segments of An Enterprise and Related
Information.” SFAS No. 131 established standards for reporting information about operating segments in annual
financial statements and in interim financial reports issued to stockholders.

(a) Segment Information

Accordis provides business office outsourcing services for hospitals, emerpency medical transport
agencies, and other healthcare providers. These business office services may include identifying third-party
resources, submitting timely and accurate bills to third-party payors and patients, recovering and properly
accounting for the amounts due, responding to customer service questions from patiems, and securing the
appropriate cost-based reimbursement from entitlement programs. Clients may outsource the entirety of their
business office operations to us, or discrete components of the revenue cycle.

Health Management Systems works on behalf of government healthcare programs to contain costs by
recovering expenditures that were the responsibility of a third party, or that were paid inappropriately. Health
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Management Systems’ clients include stale and county Medicaid programs, their managed care plaps, state
prescription drug programs, child support enforcement agencies, and other public programs. By assisting these
agencies in properly accounting for the services they deliver, we also help ensure that they receive the full amount
of program funding to which they are entitled. The Company measures the performance of its operating segments
through "Operating Income" as defined in the accompanying Consolidated Statements of Operations.

Total
HMS Holdings Health
continuing Management

{in thousands) opertations Accordis  Systems  Corporate

Year ended December 31, 2004
Revenue $85,193 $41.217 343976 § -
Operating income {loss) 7,503 {2,073) %576 -
Total assets 76,663 19,991 16,056 40,616
Goodwill 5,679 4,596 1,083 .
Depreciation and amortization - 2,251 1,119 1,132 -
Capital expenditures and software capitalization 4,083 1,805 2278 -

Year ended Decerber 31, 2003
Revenue $74,361 $37,265 337,096 § -
Operating income (loss) 1,880 {4,599 5,479 -
Total assets 63,123 15,783 11,705 35,635
Goodwili 5679 4,596 1,083 -
Depreciation and amortization 2,555 1,263 1,262 -
Capital expenditures and softwdre capitalization 801 320 481 -

Year ended December 31, 2002
Revenue 68,614 36,331 32,283 -
Operating income: {loss) (3,042) {(1,641) - 4,599 -
Total assets 61,666 16,637 10,827 34,202
Goodwill 5,679 4,596 1,083 -
Depreciation and amortization 2,518 1,327 1,19 .
Capital expenditures and software capitalization 3,429 1,523 1,506 -

Aczgets, including prepaid expenses, property and squipment and goodwill have been allocated to identified
segments based upon actual usage, occupancy or other comelations with operating metrics. Other corporate assets,
including cash, short-term investments, and deferred tax sssets, are shown in the corporate categoty,

" (B} Geographic Information
The Corapany operates within the continental United States.

{c) Major Customers
The Company’s largest client is the Los Angeles County Department of Health Services in California. This

client accounted for 10%, 12% and 14% of the Company’s total revenue in the years ended December 31, 2004,
2003 and 2002, respectively. The loss of this customer would have a rmaterial adverse effect on Accordis and HMS
Holdings Corp. The Company provides the County (or designated facilities within the County) with, among other
services, secondary third-party resource identification and recovery services, commercial insurance billing services,
Medi-Cal billing and follow-up services, and financial management and consulting services relating to both inpatient
and outpatient accounts. Either party may terminate the agreement with or without canse upon 30 days written
notice, except that financial management and consulting services require 90 days written notice of termination. The
Company provides services to this client pursuant to a contract awarded in April 2003 for a one-year period with
two annuzl automatic renewals through June 2006, Although the Company canmot give any assurance that the
contract will be renewed after June 2006. The Company has been providing services to this client for more than 20

years.
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{d) Concentration of Revenue

The clients constituting the Company’s ten largest clients change periodically. The concentration of
revenue with such clients was 59%, 63% and 56% of the Company’s revenue in the years ended December 31,
2004, 2003 and 2002 respectively. In many instances, the Company provides its services purstant o agreements
subject to competitive re-procurement, All of these agreements expire between 2005 and 2007. The Company
cannot provide assurance that any of these agreemenis will be renewed and, if renewed, that the fee rates will be

equal to those currently in effect.

18, Change in Accounting Principle for Revenue Recognition

The Company adopted Staff Accounting Bulletin No. 101, Revenue Recognition in Financial Statements
(SAB 101) for its fiscal year ended October 31, 2000, implementing a change in accounting in regard to revenue
generated from clients seeking reimbursement from third-party payors where its fees are contingent upon the client’s
collections from third parties.

As of October 31, 1999, the Company had unbilled accounts receivable of $41.7 million related to its prior
tevenue recognition policy that had not been invoiced to clients because the Company was contractually obligated to
invaice the client only after they received payment from the responsible third party payors. Of this amount, the
Company subsequently recognized $0.6 miflion, $0.6 million and $1.1 million during fiscal years 2004, 2003 and
2002, respectively and $23.9 million during fiscal years prior to 2002.

The Company was unable to subsequently recognize as revenue $15.4 million of the $41.7 million in
accounts receivable that were inclnded in the cumulative effect adjustment as of November 1, 1959, The
uncoliectible amounts are primarily attributable to projects for state agemcies that were undertaken to recoup
payments from parties with prior liability for Medicaid claims. In the case of several of these projects, the state
agencies, after the completion of the projects by the Company (and afier the recognition of revenue based on our
estimate of the clients’ ultimate financial recovery), made various decisions that significantly reduced the prospects
for such recovery. These decisions included narrowing the scope of the completed project, implementing additional
requirernents prior 1o secking reimbursement and, for public policy reasons in some cases, foregoing recovery of
amounis otherwise reimbursable to the state agencies. The agencies took these actions over time, and it was not
until the end of fiscal 2001 that it became evident that the entire $15.4 million of 2ccounts receivable would not be
realized.

As a resnlt of the implementation of SAB 101, the Company was required to report in subsequent periods
the amount of revenue (if material to income before income taxes) recognized in those periods that was included in
the cummilative effect adjustmeni, The Company’s footnote disclosure in our previously issued financial statements
subsequent to the change in revenue recognition policies did not properly distinguish between amounts that were
nltimately billed as revenue and amounts that were determined not to be collectable and accordingly not included in

IeVenues.
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16. Quarterly Financial Data (unandited)

The table below summarizes the Company’s unaudited quarterly operating results for its last two fiscal
years.

(in thousands, except per share amounts) First Second Third Fourth
Year ended December 31, 2004 Quarter Quarter Quarter Quarter
Revenue 5 19327 § 21326 § 21,292 § 23,248
Operating incoms (loss) (333) 1,084 1,385 5,367
Net income (loss) {273) 1,142 1,468 5,374
Basic net income (loss) per share (0.01} 0.06 (.08 0.28
Diluted net incore (loss) per share {0.01) 0.05 0.07 0.24
Year ended December 31, 2003
Revenue $ 177958 § 17016 § 18,708 $ 20,279
Operating income (loss) (492) {961) 1,008 2,325
Discontinued operations, net - - 212 -
Net income (loss) (395) (902) 1,266 2,379
Basic net income (Joss) per share {0.02) (0.05) 0.07 0.13
Diluted net income (loss) per share {0.02) {0.05) 0.06 G.12

(2) In the third quarter of 2003, the Company’s discontinued operation, PSG, recorded income from
operations of $212,000 based on the actual results of operations.

{b) In the fourth quarter of 2004, the Company recorded a reduction in bad debt expense of $1.7 million
resulting from the settlement of two account receivable from D.C. See Note 3.
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HMS HOLDINGS CORP, AND SUBSIDIARIES
SCHEDULE {1-~VALUATION AND QUALIFYING ACCOUNTS

(in thousands)

Allowance for doubtful accounts:

Balance, December 31, 2001 $3,341
Provision 31l
Recoveries i6
Charge-offs (301)

Balance, December 31, 2062 3,367
Provision 300
Recoveries -
Charge-offs (206)

Balance, December 31, 2003 £3,461
Provision {1,3935)
Recoveries 47
Charge-offs (1,247)

Balance, December 31, 2004 $866
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to Exhibit 10.2 to the July 2000 Form 10-Q)

Seventh Amendment, dated April 1, 2001 to the lease for the entire eighth, ninth, and tenth
floors and part of the eleventh floor between 401 Park Avenue South Associates, LLC and
Health Management Systems, Inc. Tenant (Incorporated by reference to Exhibit 10.1{v) to
the April 2001 Fornr 10-Q)
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Sublease Agreement, dated December 23, 1997, between Health Managerment Systems, Inc.
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"January 1998 Form 10-Q"))
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EXHIBIT 23

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
HMS Holdings Corp.:

We consent to incorporation by reference in the registration statement (Nos. 333-108436, 333-108445 and 33-
95326-99) on Form S-8 of HMS Holdings Corp. of our reports dated March 25, 2005, with respect to the
consolidated balance sheets of HMS Holdiags Corp. and subsidiaries as of December 31, 2004 and 2003 and the
related consolidated statements of income, shareholders’ equity and comprehensive income, and cash flows for each
of the years in the three-year period ended December 31, 2004, and the related financial statement schedule, and
management’s assessment of the effectiveness of internal control over financial reporting as of December 31, 2004
and the effectiveness of internal conirol over financial reporting as of December 31, 2004, which reports appear in
the December 31, 2004 annual report on Form 10-K of HMS Holdings Corp.

/s/ KPMG LLP

New York, New York
March 25, 2005




Exhibit 31.1

Certification Porsuant to Section 302 of the Sarbanes-Oxlev Act of 2002

1, William F. Miller II1, certify thar:
1. 1 have reviewed this report on Form 10-K of HMS Holdings Corp.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating
to the registrant, including its consolidated subsidiaries, is made known to us by others within
those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over
financia! reporting to be designed under our supervision, to provide reasonable assurance
regarding the reliability of financial reporiing and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;

¢) Evaluated the effectivencss of the registrant’s disclosure conirols and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this raporf any change in the registrant’s internal control over financial reporting
that occurred during the registrant's most recent fiscal quarter (the registrant’s fourth fiscal
guarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation
of internal contro! over financial reporting, to the registrant’s auditors and the audit committes of the
registrant’s Board of Directors (or other persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably Likely to adversely affect the registrant’s
ability t0 record, process, summarize and report financial information; and

b} Any frand, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date:  March 25, 2003
fsf Wilkiam F. Mi

William . Miller I
Chairman and Chief Executive Officer



Exhibit 31.2

Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

1, Thomas G. Archbold, certify that:
1. I have reviewed this report on Form 10-K of HM$ Holdings Corp.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fzirly present in all material respecis the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

4, The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclostre controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in'Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating
to the registrant, including its consolidated subsidiaries, is made known to us by others within
those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal! control over
financial reporting to be designed under our supervision, to provide reasomable assurance
regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
provedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal contro] over financial reporting
that ocourred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal
quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our maost recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s Board of Directors {or other persons performing the equivelent functions): '

a) Al significant deficiencies and material weaknesses in the design’ or operation of internal
control aver financial reporting which are reasonably likely to adversely affect the registrant’s
ability fo record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal control over financial reporting.

Date:  March 25, 2005

fs/ Thomas G. Archbold
Thomas G. Archbold
Chief Financial Officer




Exhibit 32.1

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Anmual Report on Form 10-K of HMS Holdings Corp. for the year
ended December 31, 2004, I, William F. Miller IIT, Chairman and Chief Execuative Officer of HMS
Holdings Corp., hereby certify pursuaat to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002, to the best of my knowledge and belief, that:

(1) such Annual Report on Form 10-K for the year ended
December 31, 2004, fully complies with the
requirements of section 13{a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) the information contained in such Annual Report on
Form 10-K for the year ended December 31, 2004, fairly
presents, in all material respects, the financial condition
and results of operations of HMS Holdings Corp.

IS/ L F. MILL
WILLIAM F. MILLER I
Chairman and Chief Executive Officer

A signed original of this written statement required by Section 906, or other document authenticating,

acknowledging or otherwise adopting the signature that appears in typed form within the electronic
version of this written statement required by Section 906, has been provided to HMS Holdings Corp. and
will be retained by HMS Holdings Corp. and furished to the Securities and Exchange Commission or ifs

Staff upon request.

March 25, 2005



Exhibit 32.2

CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18 U.5.C. SECTION 1350

In connection with the accompanying Annual Report on Form 10-K of HMS Holdings Corp. for the year
ended December 31, 2004, I, Thomas G. Archbold, Chief Financial Officer of HMS Holdings Corp.,
hereby certify pursuant to 18 U.8.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002, to the best of my knowledge and belief, that:

(1) such Annual Report on Form 10-K for the year ended
December 31, 2004, fully complies with the
requirements of section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) the information contained in such Annual Report on
Form 10-K for the year ended December 31, 2004, fairly
presents, in all material respects, the financial condition
and results of operations of HMS Holdings Corp.

{8/ THOMAS G. ARCHBOLD
THOMAS G. ARCHBOLD
Chief Financial Officer

A signed original of this written statement required by Section 906, or other document authenticating,
acknowledging or otherwise adopting the signature that appears in typed form within the electronic
version of this written statement required by Section 906, has been provided to HMS Holdings Corp. and

- will be retained by HMS Holdings Corp. and furnished to the Securitiss and Exchange Commission or its
Staff upon request.

March 25, 2005
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cial Note Regarding Forward-Locking Statemenis

This Annual Report en Form 16-K contains “forward-looking” statements within the meaning of
Section 274 of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934,
as gmended, For this purpoese any stetements contained herein that are not statements of historical fact may be
deemed to be forward-looking siatements, Without limiting the foregeing, the words “believes,” “anticipaies,”
“plans,” “expects” and similar expressions are intended to identify forward-looking stutements. These
statements involve unknown risks, uncertainties and other factors, which may cause our actual results to differ
materially, from those implicd by the forward looking statements. Among the important factors that could cause
actual results to differ materially from those indicated by such forward-looking statements include those risks
identified in “Item 1A ~Risk Factors™ and other rishs identified in this Form 10-K and presented elsewhere by
management from time to time. Such forward-lpoking statements represent management’s current expectations
and are inherently uncertain.  Investors are warned that actual results may differ from management’s

expectaiions.

FART I
Items 1. Business

Overview

HMS Holdings Corp. {Holdings or the Company) provides a variety of cost containment and payment
accuracy services relating to government healthcare programs. These services are generally designed to help ow
clients iricrease revenue and reduce operating and admiwstrative costs. They are offered through our Health
Management Systems, Inc. (HMS) and Reimbursement Services Group Inc. (RSG) subsidiaries,

HMS, which generates approximately 85% of Holdings” revenne, works on behalf of government payors to
help contain healthcare costs by recovering expenditures that were the responsibility of a third party, or were paid in
error. HMS’s customers are state and county Medicaid programs, Medicaid managed care plans, child support
enforcement agencies, state prescription drug plans and other public programs.

RSG, which generates approximately | 5% of Holdings’ revenuve, works on behalf of large public, voluntary
and for profit hospitals to document services that qualify for reimbursement through Medicare cost reports and other
government payment mechanisms,

During 2005, the Company sold its Accordis Inc. (Accordis) subsidiary, which in prior periods had been a
separate reporiable segment. The historical operating results of Accordis have been reported as discontinued
operations for all periods presented.

The Healthcare Environment

In 2005, the nation’s healthcare reimbursement system in which the Company operates continued 1o grow
more complex, creating new regulatory and economic pressures for healthcare payors and providers. Much of this
complexity involved changes within Medicare, the federal healthcare program for the elderly, as it prepared to
implement its much-publicized prescription drug benefit. In addition, 2005 saw increasing scrutiny and reformn of
the complex process by which govemiment compensates providers through Medicaid, the federal/state healthcare
program for low income Americans.

Such complexity is compounded by the structuwre of healtheare pavors and theit reimbursement systems.
Medicare is administered by the Centers for Medicare & Medicaid Services {CM8), an agency of the US,
Department of Health & Human Services, while the Medicaid program is repulated by CMS but administered by



state healthcare agencies. Medicare and many state agencies rely on contracted fiscal agents to process claims for
reimbursement. Many beneficiaries of both Medicare and Medicaid are enrolled in managed care plans, to which
responsibility for both patient care and claim adjudication has been delegated. The specific requirements and
protocols for reimbursement differ among fiscal agents and among states. In addition, health insurance companies
and self-insured employers have their own procedures for claim reimbursement, which differ from state to state and
region to region. The result is a continually evolving and expanding maze of requirements for healthcarc

reimbursement.

Because Holdings® services help clients determine appropriate Medicare and Medicaid reimbursement, we
are subject to some of the same federal and state requirements that govern owr clients’ interactions with these
programns. Primarily, the regulations pertain to billing for heslthcare services, fraud prevention, privacy and record-
keeping. Our company operates in a manncr that is consistent with these regulations, and we are aware that violating
themn could adversely affect our business.

A regulation with significant impact on our company and our clients has been the federal Health Insurance
Portability and Accountability Act of 1996 (HIPAA), which created national standards for conducting certain types
of electronic healthcare transactions and for safeguarding the integrity and confidentiality of health information.
Holdings is required to meet HIPAA standards that are comparable to those of our Medicare and Medicaid clients,
and we have worked diligently to anticipate and attain these standards.

Specifically, over the past several years we have achieved full compliance with the HIPAA requirement for
Transaction and Code Set Standards as well as the Privacy Regulation. And most recently, we atiained full
compliance with the HIPAA Standard for Data Security --the final component of the regulations-- in advance of the
April 21, 2005 deadline. Holdings also has expanded its use of internal and external auditing funictions to ensure that
we continue to meet rigorous quality standards such as these.

In 2005, government agencies, commercial health insurers, and other healthcare entitics prepared for the
full implementation of the Medicare Modernization Act — particularly the Part D prescription drug benefit, which
was scheduled to take effect January 1, 2006. However, it appears that the benefit may burden state healthcare
agencies with significant new costs and responsibilities. In addition, by adding additional payors to the variety of
entities that cover healthcare costs, and by overlaying a very complex coinsurance formula on pharmacy claims, the
Part D benefit may increase the difficulty of coordinating benefits. Indeed, as 2005 drew to a close, CMS and state
Medicaid agencies grappted with new rules and procedures — some of which were not yet finalized - for sharing drug

costs appropriately.

At the same time, however, the federal goverament has begun taking action that may improve the process
through which healthcare costs are shared. Congress introduced legislation in 2005 that, if enacted, will better arm
state Medicaid agencies to recover costs for which other payors are Hable, President Bush and Secretary of Health &
Human Services Michael O. Leavitt pledged to implement new measures that would drive out an estimated $60
billion in fraudulent and wasteful Medicaid costs over the next 10 years.

In 2005, CMS also continued to advance a new approach to managing Medicaid data — an approach that
ultimately may streamhing program administration, itoprove outcome quality, and enhance cost efficiency. The
Medicaid Information Technology Architecture (MITA)} will require program agencies and vendors (o integrate data
across the Medicaid enterprise, using open, standards-based systems. The initiative already serves as the foundation
for the lowa Medicaid program, and other states are adopting MITA principles in their own programs.




Principal Products And Services

HMS

HMS provides cost containment services lo government healthcare programs and the heaith plans with
which they contract for member benefits, To date, HMS has tecovered a total of more than $3 hillion in
inappropriate expenditures for its clients, a milestone we surpassed in July 2003 - less than two years after exceeding
$2 billion in recoveries. In addition, the health insurance information we have provided our clients has allowed them
to cumulatzvely save a total of more than 34 billion.

The demand for HMS’s services stems from the nation’s vastly expensive multi-payor healthcare system,
and the sometimes-conilicting rules that determine the liability of payors and the reimbursement for specific services.
Because of the complexity of this systern and administrative error, government prograns ofien pay more thao the

appropriate amowits.

Medicad, for example, is by law the “pavor of last resort,” covering the cost of care that other healthcare
benefits do not. For this reason, the Federal government requires that states attempt to recover payments made on
behalf of beneficianes with other health insurance. Since 1985, HMS has provided state Medicaid agencies with
coordination of benefits (COB) services to identify the other parties with liability for Medicaid claims. We
subsequently began providing these services to Medicaid heaith plans, and more recemtly, we have offered COB
services to the Medicare program and its health plans.

Our COB services draw on our proprietary information management techniques, and a methodology that
generally includes the following steps:

+  Identification
We match client data to benefit eligibility files we obtain from other parties, including Medicaid, Medicare,
commiercial insurers, HMOs, third party administrators, TRICARE, and others. This process identifies

other potentially liable payors.

«  Validation
After identification of potential lability, we validate our findings by confirming ‘coverage for specific
benefits. We employ a highly treined team of verification specialists and automated technology to perform

this function.

» Recovery
When we confirm that eligibility and coverage were in effect for a member and related episode of care, we

pursue recovery of the payment from the liable party. Usually, we recover payment through direct billing of
nsurers or disallowance of overpayments to the healthcare provider. Oceasionally, we recover payments by
nepotiating a settlement with the other party. '

+  Cost Avoidance
Once we verify the other coverage or receive claim payment from the Hable party, we electronically submit

this coverage information to our clients. The data is used to avoid paying similar claims for the member in
the future.

In addition to our COB services, we use a variety of auditing and information management technigues to
help clients identify and recover other types of inappropriate payments - for example, duplicate payments, payments
that are made on behalf of a deceased beneficiary, or payments that result from fraud and abuse.
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Our reimbursement services ensure that healthcare providers correctly docwument services which qualify for
special reimbursement through the Medicare Cost Report.

Coinsurance and deductible balances constitute a significant and growing component of Medicare
reimbursement.  The Federal government recognizes thar these balances often remain uncollected, and allows for a
cost report adjustment to claim these amounts as bad debt expense; however, the reporting requirements are very
demanding. Our Medicare Bad Debt reporting service accurately documents gualifying balances and assists clients
i supplyving all decumentation required for govermumental audit.

Since 1986, Medicare has allowed hospitals serving a disproportionate share of low-income patients to
claim additional Federal reimbursement to offsei the expense of serving this population.  Again, the reporting
requirements are significant, and require an increasing amount of reconciliation between the hospital's own records
and government systems. Our Disproportionate Share reporting service assists hospitsls in qualifying for
incremental reimbursement under this program, through the Medicare cost report related filings and professional
support during audits,

Customers

Traditionally, HMS® customers have consisted of Medicaid and other state-administered programs.
However, as states have increased their use of contracted health plans, our business has evolved (o serve these
entities as well. More recently, HMS has begun offering its services to Medicare, Medicare Advantage plans,
Medicare prescription drug plans, and other federal programs and contractors.

In most cases, owr customers pay HMS contingency fees calculated as a percentage of the amounts
recovered, or fixed fees for a specific volume of cost avoidance data. Most of our contracts have terms of roughly
three to four years. At the conclusion of 2005, we held contracts with 25 states and 12 health plans. Generally,
contracts may be terminated by either party with notice and provide for a wind-down period.

RSG’s clients are generally hospiials with larpe Medicare and Medicaid populations, We believe that there
are approximately 1,000 such facilities in our target market of which 138 are cumrent clients of RSG. We engage in
both multi-year and short-term engagements with our clients and substantially ali of the engagements provide for
contingent fees calculated as a percentage of the amounts recovered or collected for the client. Additionally, a
nurber of our engagements also provide for non-refundable implementation fees due to the significant costs incurred
in engagement start-up. The life cycle of a single project can last several years due to the complexities of Medicare
cost reporting and the timing of required audits by fiscal intermediaries.

The Company’s largest client is the Florida Agency for Health Care Administration. This client accounted
for 15%, 14% and 11% of the Company’s total revenue in the years ended December 31, 2005, 2004 and 2003,
respectively. The Company provides services to this client pursuant to a contract awarded in November 2001 for a
three-year period with a three-year renewal through October 2007, The Company’s second largest client is the Ohio
Department of Jobs and Family Services. This client accounted for 14%, 14% and 17% of the Company’s total
revenue in the years ended December 31, 2005, 2004 and 2003, respectively. This contract ended in June 2005,
althouph HMS will continue to provide services to this client through June 2006 through a one-year mn-out contract
amendment. The Company’s third largest client is the New Jersey Department of Human Services. This client
accounted for 10%, 14% and 10% of the Company’s total revenue in the years ended December 31, 2005, 2004 and
2003, respectively. The Company provides services fo this client pursuant to a contract awarded in March 2001 for a
three-year period with renewals through September 2006, This customer has been a client of the Company since
1985. The loss of any one of these contracts including the contract with the Ohio Department of Jobs and Family
Services that will end in June 2006 would not have a material tmpact upon the Company’s financial position or

results of operations,
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The clients constituting our ten largest chients change periodically. The concentration of revenue in such
accounts was 71% of our revenve in the fiscal years ended Decemnber 31, 2005, 2004 and 2003, In many instances,
we provide our services pursuant to agreements subject to competitive re-procurement. All of these agreements
expire between 2006 and 2008, We canpot provide any assurance that any of these agreements will be renewed and,
if renewed, that the fee rates will be equal to those currently in effect.

Market Trends/QOpperiunities
HMS

HMS" business is driven by the nation’s vast and expanding healthcare systenm. The fiscal structure of this
gystem comprises a complex hierarchy of public and private payors, which share expenditures according to difficult
and sometimes-conflicting rules. Containing these expenditures presents difficult challenges for government, due to
the nurnber and variety of programs at the state and federal level, the unwieldy povernment appropriations process,
and the rise in the cost of care and number of beneficiaries.

In 2004 — the most recent year for which data is available — the nation’s healthcare spending totaled $1.9
trillion, according to CMS. This represents an increase of 7.9 percent over the previous year. Healthcare spending
also accounted for 2 much greater portion — 16 percent — of gross domestic product in the United States than in most

other countries.

In particelar, Medicaid and Medicare spending are fueling this growth. Together, these entitlement
progratns cost the U.S. mere than $760 billion in 2005, and their expenditure growth outpaced that of other public
and private programs. Moreover, the growth is expected to accelerate. The federal government estimates that
Medicare’s prescription drug benefit will add $724 billion to the program’s costs over the next decade. And costs
for Medicaid — now the single largest and fastest-rising expenditure for state government — have been rising 8-9
percent annually for several years. In 2006, according to the federal budget, Medicaid costs will surpass $338
billicn.

For state government, the challenge is compounded by the limitations of their own efforis to contain
healthcare costs. After years of fiscal distress, states simply have exhausted much of the opportunity to reign in
spending. In addition, the Medicare Modernization Act restricts the ability of states 10 manage some of their
expenditures. While the implementation of the Part D benefit in 2006 will free Medicaid from the cost of certain
prescription drugs, states wiil have to retwrn most of the potential savings back to the federal government. Because
they are calculated on the basis of 2003 drug expenditures, these “clawback”™ payments do not reflect the progress
states have made since then in controlling drug costs, Nor can the clawbacks be reduced to reflect any further
progress states right make in the future,

As fiscal pressures such as these continue to grow, so too will the need for proper coordination of benefits
and the recovery of overpayments. The Office of Management and Budget, the Congressional Budget Office, and
other sources estimate that roughly 5 percent of government healthcare costs may be paid inappropriately.. For a
healthcare system as Jarge as ovr nation’s, this represents a significant and important opportunity.

RSG

A number of factors are forcing healtheare providers to manage their operations more efficiently. Although
the aggregate Medicare and Medicaid funding received by hospitals may be growing, federal and state healthcare
cost control mitiatives are acting to reduce the proportion of Medicare- and Medicaid-classified hospital charges that
are teimbursed by govermment sources. The eligibihity for, and coverage available under, governmental, managed
care, and commercial insurance programs is increasingly complex. The rising underinsured and unmsured
populations pose a significant challenge especially to public hospitals, which comprise a considerable portion of our
client base. With the increasing complexity of the healthcare reimbursement environment and shortages of qualified
labor in many areas, 1t 18 more and more difficult for an indwidual provider mstitution to mamtain in-house the



expertise required to properly prepare and submit Medicare Cost Reports. As a resuit of these pressures providers
are now engaging outside technical resources to supplement their in-house expertise.

Competition
HMS

HMS competes primarily with Public Consulting Group, with Jarge public accountng firms, and with small
regional firms specializing in one or more of our services, Against these competitors, we typically succeed on the
basis of our dominant position in the marketplace, extensive benpefit eligibility database, proprietary systems,
historically high recovery raes, and pricing.

RSG

RSG competes with large consulting and public accounting firms (most notably Emst & Young LLP) and
with the many regional and Jocal companies that provide reimbursement cost reporting services. We compete on the
basis of our Medicare reimbursement program expertise, proprietary technology and systems, existing relationships,
long-standing reputation in the market segment, and pricing.

Business Strategy
HMS

Over the course of 2006, we plan to contipue growing the HMS business through several strategic
initiatives.

Pursue Organic Program Growth. HMS plans to continue to tap demand for services created by the
steadily increasing enroliment and per-member expenditures of govermment-funded healthcare. We believe this
demand will be an especially important driver of growth in the managed care arena, as greater portions of the
Medicaid and Medicare populations enroli in contracted, risk-bearing health plans or prescription drug plans,

Expand Client Engagements. As we identify new types of cost-containment opportunities for goverament
healthcare, we expect to grow the scope of our engagements with clients. In some cases, this expansion will be
incremental, accomplished through value-added services thar build upon sur ongoing client work. Iu other cases, we
expect these engagements to migrate into full outsourcing relattonships, as clients recognize the advantages and
econamies of scale provided by a comprehensive, “one stop” external resource.

Increase Yield HMS plans to continue development of tools that will allow us to capture a greater share of
potential recoveries. These tools will include innovative technologies that help us identify additional types of
erToneous payrgents, streamline interaction among providers and payors, and speed the flow of client revenue at
near-real-time. Should the Deficit Reduction Act become law in 2006, we plan to work with our Medicaid clients to
make full use of their new cost recovery powers i order to further increase yield.

Add New Clients. We will work to increase market share by winning contracts with additional Medicaid
agencies, other state programs, and Medicaid health plans. We also anticipate bringing {ederal programs aboard as
new clients, as weil as Medicare Advantage plans and Medicare prescription drug plans.

Add New Services, We are committed to expanding our menu of services by acquiring or developing new,
“boli-on™ services — especially where we see opporfunities in the arcas of payment accuracy, auditing, and Medicaid

subrogation.
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The RSG business strategy is to offer hospitals and other healthcare providers a cost-effective technological
solution for properly preparing Medicare cost reports and maximizing allowable recoveries of cost. We utilize a
proprietary mainframe based solution that directly interfaces with our client’s patient accounting system to identify
potential claims that may not be identified by our competitors who principally use consultants and less robust PC-
based applications to perform these services.

Employees

As of December 31, 2005, we had 331 employees. No employees are covered by a collective bargaining
agreement or are represented by a labor union. We believe our refations with our employees are good,

Financial Information About Industry Segments

Specific financial information with respect to our industry segments is provided in Note 12, Segments and
Geogzaphical Inforraation, of the Notes to Consolidated Financial Statements.

Available Infermation

We maintain a website that contains various information about us and owr services. It is accessible at
wyww. hrosholdings.com. Through our website, shareholders and the general public may access free of charge (other
than any connection charges from Internet service providers} filings we make with the Securities and Exchange
Commission as soon as practicable after filing. Filing accessibility in this manner includes the Annual Report on
Form 10-K, Quarterly Reports on Form 10-(), current reports on Forre 8-K and Proxy Statements.

Itern 1A, Risk Factors

PRIVATE SECURITIES LITIGATION REFORM ACT OF 1995
SAFE HARBOR COMPLIANCE STATEMENT
FOR FORWARD-LOOKING STATEMENTS

In passing the Private Securities Litigation Reform Act of 1995 (the Reform Act), Congress encouraged
public companies to make "forward-looking statements” by creating A safe harbor to protect companies from
securities law liability in connection with forward-looking statements. We intend to gualify both our written and oral
forward-looking statements for protection under the Reform Act and any other similar safe harbor provisions.

"Forward-looking stetemnents” are defired by the Reform Act. Generally, forward-looking statements
include expressed expectations of future events and the assumptions on which the expressed expectations are based.
All forward-looking statements are inherently uncertain as they are based on various expectations and assumptions
concerning futuge events and they are subject 1o nurnerous known and unknown rigks and uncertainties whick could
cause actual events or results to differ materially from those projected. Due to those uncertainties and risks,
prospective investors are wrged not to place undue relance on written or oral forward-looking statements of the
Company. We underiake no obligation to update or revise this safe harbor compliance statement for forward-looking
statements to reflect future developments. In addition, we undertake no obligation fo update or revise
forward-looking statements to reflect changed assumptions, the occurrence of wnanticipated events or changes to

future operating results over time.

We provide the followimng risk factor disclosures in connection with our continuing effort to qualify our
written and oral forward-locking statements for the safe harbor protection of the Reform Act and any other similar



safe harbor provisions. Important factors currently known to management that could cause actual results to differ
materially from those in forward-leoking statements include the following:

Our Operating Resuits Are Subject To Significant Fluctuations Due To Variability In The Timing Of When
We Recognize Contingency Fee Revenue And Other Factors. As A Result, You Wili Not Be Able To Rely On
Qur Operating Resalts In Any Particular Period As An Indication Of Our Future Performance.

Cur revemue and consequently our operating results may vary significantly from period to period as a result
of a nurmber of factors, inciuding the Joss of customers, fluctuations in sales activity given our sales cycie of
approximately three to eighteen months, and general economic conditions as they affect healthcare providers and
payors, Further, we have experienced fluctuations in our revenue of up to 25% between reporting perieds due to the
timing of periodic revenue recovery projects and the timing and delays in third-party payors’ adpudication of claims
and ultitnate payment to our clients where our fees are contingent upon such collections, The extent to which future
revenue fluctuations could occur due to these factors is not known and cannot be predicted. As a consequence, our
results of operations are subject to significant fluctvations and our results of operations for any particular quarter or
fiscal year niay not be indicative of resuits of operations for future periods. A significant portion of cur operating
expenses are fixed, and are based primarily on revenue and sales forecasts. Any inability on our part to reduce
spending or to compensate for any failure to meet sales forecasts or receive anficipated revenues could magnify the
adverse impact of such events on our operating results.

The Majority Of Our Contracts With Customers May Be Terminated For Convenience

The majority of cur contracts with customers are terminable upon short notice for the convemience of either
party. Ajthough to date none of our material contracts have ever been terminated under these provisions, we cannot
be assured that a material contract will not be terminated for convenience in the future. Any terrination of a material
contract, if not replaced, could have a material adverse effect on our business, financial condition and resuits of

operations.
We Face Significant Competition For Our Services

Competition for our services is mtense and is expected to increase. Increased competition could result in
reductions in our prices, gross margins and market share. We compete with other providers of healthcare information
management and data processing services, as well as healthcare consuiting firms. Some competitors have formed
business alliances with other compettors that may affect our ability to work with some poteatial custorners. In
addition, if some of our competiters merge, a stronger competitor may emerge.

Current and prospective customers slso evaluate our capabilities against the merits of their existing
information management and data processing systems and expertise. Major information management systems
companies, including those specializing in the healthcare industry, that do not presently offer competing services
may enter our markets. Many of our competitors and potential competitors have significantly greater financial,
technical, product development, marketing and other resources, and market recognition than we have. As a result,
our competitors may be able to respond more quickly to new or emerging technologies, changes i customer
requitements and changes in the political, economic or regulatory enviromment in the healthcare industry. In
addition, several of our competitors may be in a position tv devote greater resources to the development, promotion,
and sale of their services than we can.

Simplification Of The Healthcare Payment Process Could Reduce The Need For Our Services

The complexity of the healthcare payment process, and our experience in offering services that improve the
ability of owr customers to recover incremental revenue through that process, have been contributing factors to the
success our service offerings. Complexities of the healthcare payment process inclode rmultiple payors. the
coordination and utilization of clinical, operational, financial andfor adnunisirative review mstituted by third-party
payors in an effort to control costs and mavage care. If the payment processes associated with the heaithcare industry
are simplified, the need for our services, or the price custorners are willing to pay for our services, could be reduced.
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Changes In The United States Healthcare Environment Could Have A Material Negative Impact
On Our Revenne And Net Income

The heaithcare industry in the United States is subject to changing pelitical, economsc and teguiatory
influences that may affect the procurement practices and operations of healthcare organizations. Qur services are
designed 1o function within the structure of the healthcare financing and reimbursement system currently being used
in the United States. During the past several years, the healthcare industry has been subject to increasing levels of
govermrnental regulation of, among other things, reimbursement rates, certain capital expenditures, and data
confidentiality and privacy. From time to time, certain proposals to reform the healthcare system have been
considered by Congress. These proposals, if enacted, may increase government involverment in healthcare, lower
reimbursement rates and otherwise change the operating environment for our clients. Healthcare organizations may
react to these proposals and the uncertainty surrounding such proposals by curtailing or deferring their retention of
service providers such as us. See also "Part 1. Item 1. Business — The Healthcare Environment” for additiona)
discussion on this topic. We cannot predict what impact, if any, such proposals or healthcare reforms might have on
our results of operations, fivancial condition or business.

Recently, the General Accounting Office, an investigative arm of Congress, added Medicaid to #iz st of
high risk programs. According to the GAQ, states have used various financing schemes to generate excessive federal
Medicaid matching funds while their own share of expenditures has remained unchanged or decreased. Also on
January 30, 2004, the United States Senate Finance Cormmittee Chairman requested that the HHS, CMS, and OIG
respond to a lengthy request for information about vendors that provide contingency fee based revenue maximization
or revenue enhancernent services to State Medicaid agencies specifically with the intent 1o increase federal Medicaid
reimbursement. This type of service represents a very small portion of the suite of HMS offerings and corresponding
revenue streams, We cannot predict what impact, if any, this inquiry might have on our future resuits of operations,
financial condition or business.

Certain Provisions In Our Certificate Of Incorporation Could Discourage Unsolicited Takeover Attempts,
Which Could Depress The Market Price Of Qur Common Steck

Our certificate of incorporation authorizes the issuance of up to 5,000,000 shares of "blank check" preferred
stock with such designations, rights and preferences as may be determined by our Board of Directors. Accordingly,
our Board of Directors is empowered, without shareholder approval, to issue preferred stock with dividend,
liquidation, conversion, voting or other rights, which could adversely affect the voting power or, other rights of
holders of our common stock. In the event of issuance, preferred stock could be utilized, under certain
circuinstances, 45 a method of discouragmg, delaying or preventing a change in control. Although we have no .
present intention to isswe any shares of preferred stock, we cannot assure you that we will not do so in the fiture. In
addition, our by-laws provide for a classified Board of Directors, which could also have the effect of discouraging a

change of control.

We Depend On Our Largest Clients For Significant Revenue, And If We Lose A Major Client,
Gur Revenue Could Be Adversely Affected.

We generate a significant portion of our revenue from our largest clients, For the years ended December 31,
20035, 2004, and 2003, our three largest clients accounted for approximately 39%, 41% and 37% of our revenue from
continuihg operations, respectively. Our relationship with one of these customers ended in June 2005 and will
produce revenue through June 2006, While we believe that we will be able to replace this revenue with revenue from
two new customers added in 2003, if we were 1o lose another major client, our results of operations could be
materiatly and adversely affecied by the loss of revenue, and we would seek to replace the client with new business.
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The Level Of Qur Annual Profitability Has Historically Been Significantly Affected By Qur Third And
Fourth Quarter Operating Results.

We typically realize higher revenues and operating income in the last two quarters of our fiscal year. This
trend reflects the inherent purchasing and operational cycles of our clients. Although we currently anticipste that our
revenue and profit in the third and fourth quarters of 2006 will be greater than comparable amounts for the first and
second quarters of 20086, if we do not realize increased revenue in future third and fourth quarter periods, including
2006, due to adverse economic conditions in those quarters or otherwise, our profitability for any affected quarter
and the entire year could be materially and adversely affected because ongoing data processing and general and
adiministrative expenses are largely fixed.

We Have Retained Certain Aecordis Liabilities And Provided indémnifications Te The Buyer That Could
Have A Future Negative Effect On Our Results Of Operations

A major client of Accordis has filed a claitn against Accordis for certain alleged processing errors in
subrmitting claims on behalf of the client. In connection with the sale of Accordis, we agreed o indemnify Accordis
and its buyer with respect to this claim. See Item 3. Legal Proceedings. As part of the sale, we also agreed to
imdermmify the buyer for liabilities in connection with Accordis that arose prior to the sale of Accordis on August 31,
2005. The buyer agreed to indermnify vs for Habilifies in connection with Accordis that arise after the sale. There is
a minimum indemnification claim threshold of $250,000 that is computed after taking into account any insurance
proceeds. Our liability under the indemmification provisions of the sale agreement is capped at the purchase price,
We are not aware of any potential claims under the indermnification provisions of the sale agreements but in the event
that any Habilities should arise from these discontinued operations in excess of the amounts recorded, there could be
a material impact on owr results of operations.

Item 1B. Unresolved Staff Conunents
None

Ttem 2. Properties

Our New York City corporate headquarters consists of approximately 81,000 square feet of leased space. In
addition, as of December 31, 2005, we lease approximatety 103,000 square feet of office space in 13 other locations
throughout the United States. See Note 11(h} of the Notes to Consolidated Financial Statements 51 additional
information about our iease commitments.

Item 3. Legal Proceedings

A major client of Accordis has filed a claim against Accordis for certain alleged processing errors in
submitting claims on behalf of the client. In comnection with the sale of Accordis, we agreed to indemnify Accordis
and its buyer with respect to this claim. We believe that the range of loss on this claim is between $0.7 million and
$3.5 million and a significant portion of the claim may be covered by insurance. We have had discussions with the
client reparding the claim, but we have not yet been able to reach a satisfictory resolution. There can be no
assurances that the claim will be settled without material liability to us or that insurance will be available 1o cover our
losses. We have recorded $0.7 nuilion as a lability for this claim.

Other legal proceedings to which we are 2 party, in the opinion of our management, are not expected to
have a material adverse effect on our financial position, results of operations, or liquidity.

Ttem 4. Submission of Matters to a Vote of Security Helders

Not applicable.
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PART I}

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Our common stock is included in the Nasdaq National Market (symbel: HMSY). As of the close of business
on March 3, 2006, there were approximately 6,000 holders of our common stock, including the individual
participants in security position listings. We have not paid any cash dividends on our common stock and do not
anticipate paying cash dividends in the foreseeable future. Our current intention is to retain eamings to support the
future growth of our business.

The tabte below summarizes the high and low sales prices per share for our comunon stock for the periods
indicated, as reported on the Nasdag National Market,

HIGH LOW

Year ended December 31, 2005:
Quarter ended December 31, 2005 $8.10 $6.75
Quarter ended September 30, 2003 8.04 6.56
Quarter ended June 30, 2005 7.90 5.88
(QQuarter ended March 31, 2005 8.98 .18

Year ended Decerber 31, 2004:
Quarter ended December 31, 2004 £9.00 $6.01
Quarter ended September 30, 2004 6.78 5.19
Quarter ended June 30, 2004 6.98 5.26
Quarter ended March 31, 2004 7.49 388

Equity Compensation Plan Information

The following table summarizes the total sumber of outstanding options and shares available for other
future issuances of options under all of our equity compensation plans as of December 31, 2005.

Number of securities remaining
Number of securities to Weighted-average availabie for future issuance

be issued upon exercise exercise price of under eguity compensation
of entstanding warrants, outstanding warrants,  plans (excluding securities
options and rights options and rights reflected in column {a)
Plan Category (a} (b fc) ™

Equity Compensation Plans

approved by Sharehalders " 3,672,462 $4.02 321,115

Equity Compensation Plans not

approved by Sharcholders o 1,450,000 $1.25 -

Total 3,122 462 $3.24 321,115

(1) This mchades options te purchase shares entstanding: (i} under the 1999 Long-Term Incentive Plan, (il) the 1995 Noo-Employee Director
Stock Option Plan, and ({i} 250,000 aptions approved by shareholders and granted to & director in fune 2002

(2} Of these shares: (i) 247,615 shares remain available for future tssuance under our 1999 Long-Term Incentive Plan, and (ii) 73,500 shares
remain avaiiable for issuance under the 1995 Non-Employee Director Stock Option Plan.

{3) Options issued under plans nol approved by the sharehaiders fnchude (i)} 750,000 options granted m January 20481 to our Chairman and
former Chief Executive Officer in connection with his jeining us, and {it) 700,000 aptions granted in March 2001 10 our Chyel Exeeutive
Officer in connection with fis joining us.
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1ssver Purchases of Equity Securities

On May 28, 1997, the Board of Directors authorized the Company to repurchase such number of shares of
our common stock that have an aggregate purchase price not to exceed $10 million, During the year ended December
31, 2003, we repurchased 35,800 shares for $104,000. During the year ended December 31, 2005, we repurchased
17,930 shares for $109,000. At December 31, 2003, 30.6 million remains authorized for repurchases wnder the

prograr.




item 6. Selected Financial Data
SELECTED CONSOLIDATED FINANCIAL DATA (see Notes)
(In Thousands, Except Per Share Data)

Years ended Decerpber 31,
2005 2004 2003 2002 2001
Statement of Operations Data:
Revenue 60,024 50,451 43813 35,251 31,384
Cost of services 52,448 45,327 41,562 39,498 417
Cperating incorre (loss) 7.5 3,024 1261 {3,240 {12787
Cain on sale of asseds - - - - 1,605
Net interest and net cther incotne 1,238 313 250 521 679
Jocore (Joss) from contimuing cperatons
before incorne taxes 8814 5437 1,511 (3,726} (10,503
Income tax expense 463 103 35 - -
neoxre (Joss) from cormimung operations 8,349 5334 1476 (3,720) {16,503)
Discontinued operations:
Frcome (ioss) from discontinuad operations, net 839 231 872 4,66] (10.345)
Estrmited lass on disposal of
disormimed operations, net (1,161) 200)
Gam on sabe of discontinued operations, net . . . i} 1,587
tnccene (loss) from discontirged operations (G2 1377 872 4,661 {8,961}
Net income (loss) $ 807 § 77 § 248 5 95 $ (19.469)
Per Covavon Share Data:
Basic income {loss) per share:
Frotn contirating operations b 042 5 0.28 $ (.08 5 (G P s
From discontinued operations (0.0 012 005 025 (0.50}
Texal 5 041 $ 040 by G13 b 0,05 $ (109
e e
Weighted averagr commrmon shares, basic 19,865 19,074 18,330 18,199 17,857
Diluted wmeoms: {loss) per share:
From ooinuing operations $ 0.37 5 024 b3 07 5 {020 {05
From discontinued operations - (0.01) 0.1 .05 025 0.50)
Tatat 3 0.36 $ 035 $ 0.12 $ Q.05 5 (0
Weighted average commion
shares, diiuted 22287 2775 20,132 18,199 17,857
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